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Tus Bureau of Economic and Business Research of the 
Temple University School of Business and Public Admin- 
istration was organized to provide a vehicle for stimulat- 
ing and coordinating analytical studies. Its primary 
objectives include (1) service to the alumni as well as to 
the faculty and students of the University by bringing 
to their attention pertinent developments in the world of 
business, and (2) service to business and government by 
making contributions to the solution of specific problems. 
To this end, the Bureau both carries on specialized research 
and publishes quarterly the Economics and Business 
Bulletin, containing some of the significant results of its 
current studies. 


The reader’s appraisal of the Bulletin and comments 
upon it are solicited. The Bureau also will appreciate 
receiving suggestions and requests for particular studies. 


The opinions and views expressed in the articles con- 
tained in this Bulletin are those of the writers and cannot 
be construed as the official opinions or policies of the 
School of Business, 
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The Point Four Program--A Phase of U. S. Foreign Policy 


by JOHN ANTHONY BROWN, JR.1 


The Point Four Program, first enunciated 
by President Truman in his inaugural ad- 
dress on January 20, 1949, seems to be 
one positive and constructive answer to 
the charge that American foreign policy 
is entirely negative and defensive. The 
following article outlines the basic con- 
cept on which the Point Four Program 
rests, the present scope of the program, 
the problems with which it is intended 
to deal and some of the difficulties which 
have been encountered. 


In his inaugural address on January 20, 
1949, President Harry S. Truman included 
a declaration of foreign policy. The 
President called his declaration “a pro- 
gram for peace and freedom”. The road 
to peace and freedom, according to Presi- 
dent Truman, runs through four major 
courses of action. The first major avenue 
to peace was “unfaltering support to the 
United States and related agencies”. The 
second was the assurance that the United 
States would continue its programs of 
economic assistance leading toward 
“world economic recovery”. The third 
point in the program proposed for peace 
and freedom was military preparedness: 
“We will strengthen the freedom-loving 
nations against the dangers of aggres- 
sion.” 


These three points were merely assur- 
ances that the foreign policy line the 
administration had followed would be 
continued. The fourth point described 
what the President called a “bold new 
program for making the benefits of our 
scientific advances and industrial prog- 
ress available for the improvement and 
growth of under-developed areas ... 
Our aim should be to help the free 
peoples of the world, through their own 
efforts, to produce more food, more cloth- 
ing, more materials for housing, and 


1John Anthony Brown, Jr. is a member 
of the Political Science et. of the 
Temple University School of Business and 
Public Administration. 


more mechanical power to lighten their 
burdens.” 


It became very evident, shortly after 
the inauguration, that, although the 
President had spoken of a “program”, 
there was no formal program. Clearly 
the Point Four idea as expressed by the 
President had two distinct elements: one 
was technical assistance and the other 
was large-scale development requiring 
the investment of large amounts of 
capital. 


THE OBJECTIVES OF POINT FOUR 

In general terms the objectives of the 
Point Four Program were stated by the 
President in his inaugural address: “On 
the basis of these four major courses of 
action we hope to help create the con- 
ditions that will lead eventually to per- 
sonal freedom and happiness for all man- 
kind.” 

Thomas Jefferson made the “pursuit 
of happiness” the classic task of free men 
in the American Declaration of Inde- 
pendence. William Yandell Elliott is 
correct in stating that the Truman Point 
Four program has a tendency to appall 
the historically minded persons who have 
noted the difficulties Americans have 
faced merely pursuing happiness; the 
bold new program calls for the achieve- 
ment of happiness for all mankind.? 

When one realizes that two-thirds of 
the peoples of the world live at substand- 
ard levels, the stated objectives of Point 
Four may assume quixotic proportions. 
Two phrases in the President’s original 
remarks make it clear that the proposal 
to extend personal freedom and happiness 
to all mankind is an ultimate aim, a moral 
objective of those who believe in democ- 
racy and freedom. The President used 
the word “eventually”, and he speaks 


2See William Y. Elliott, “Prospects for 
‘Personal Freedom’ and Happiness for All 
Mankind”, The Annals of the American 
Academy of Political and Social Science, 
March, 1950 pp. 173-182. This publication 
will be referred to in this paper hereafter 
as “The Annals”. 
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of “with the help of others”, This moral 
objective is compatible with the great 
traditions of America, and serves as a 
counter-agent for the Russian concept 
of world revolution. 


President Truman in his Point Four 
proposals sees technical assistance and 
capital investment as the method which 
free men can use to reach a better life. 
Communism promises a better life only 
after a great blood bath, a world revolu- 
tion. The Point Four Program holds out 
the promise of a better tomorrow to those 
willing to make the effort. Communism 
emphasizes revolution; Point Four em- 
phasizes progress through growth. 


WHAT IS POINT FOUR? 

Is Point Four merely an excuse for a 
new, greater imperialism of the dollar? 
Is it an attempt to out-promise the Rus- 
sians? Is it a device for containing a 
rapidly expanding Russia? Is it a policy 
designed to assist the Russians take over 
the world, and will it lead to the ultimate 
exhaustion of the American economy, the 
alienation of all our friends, and military 
impotence?3 Is Point Four an attempt 
to compensate for the tragic errors of 
recent American foreign policy? Is Point 
Four a Five Year Plan, or is it an at- 
tempt to establish foreign aid forever? 
Is it the final flowering of American do- 
goodism? Is it American colonialism,* 
or American altruism united to any self- 
ish or national interest? 


The argument surrounding Point Four 
has ranged over the field of possible con- 
jecture. Clearly Point Four is a funda- 
mental part of American foreign policy, 
and as such is meant to serve a political 
end. That political end is clear: Point 
Four is America’s answer to Russia’s at- 
tempt to capitalize on the poverty and 
hopelessness in which two-thirds of the 


8See Henry Hazlitt, Illusions of Point 
Four (Irvington-on-Hudson: Foundation 
for Economic Education, 1950), for an ex- 
cellent example of the thought of those 
who look with suspicion and distrust upon 
the Point Four Program. 


*The Russian press has insisted that 
Point Four ge nothing more than 
a new version of old American imperial- 
ism. See Sergius Yakobson, “Soviet Con- 
cepts of Point Four”, The Annals, March, 
1950, pp. 129-139. 


people of the world live. 


“The issue really is one of economic de- 
velopment versus economic subversion. 
Soviet imperialism is seeking to chop off 
country after country, to leave us in iso- 
lation. Our economic policy must seek 
to strengthen the ties of cooperation 
which band the free peoples together.’’5 
When Nelson Rockefeller wrote the above 
quotation, he expressed the basic pur- 
pose of Point Four. It is not pure altru- 
ism, nor is it dollar imperialism in 
the style of the Twenties. It is a 
positive attempt to take action in the 
area in which the communist challenge is 
most effective: the backward, undevel- 
oped areas of the world. It is a vital 
aspect of foreign policy, but no substi- 
tute for other aspects such as military 
preparedness or economic assistance for 
the developed areas such as Western 
Europe. 


The State Department, in a simplified 
primer of foreign policy written for rop- 
ular consumption, explains Point Four as 
a vital aspect of foreign policy in these 
terms: 


“Some people have asked, ‘What 
has Point Four got to do with stop- 
ping communism? Is this the time 
to be helping people on the other side 
of the world to raise better crops and 
to stamp out malaria?’ The answer 
is that this is the very time; that 
most of the people we are working 
with are less interested in abstract 
principles of communism and democ- 
racy than in solving their urgent 
problems of hunger, disease, and the 
difficulty of scratching for a bare 
living.’’6 


THE CHALLENGE 


By far the largest part of the non- 
Soviet world, measured in population and 
land area terms, is composed of econom- 
ically backward and underdeveloped 
areas. The 1,075,000,000 inhabitants of 


5This quotation is taken from the fa- 
mous Rockefeller Report, entitled Partners 
in Progress (New York: Simon & Schuster, 
1951) p. 4. This report represents the final 
analysis and conclusions of President Tru- 
man’s International Development Advisory 
A. Rockefeller, Chairman. 
Foreign Policy (Department of 
state" "Publication 8972), September, 1950, 


1M 


ai 
| 
| 
@ | 
| 
| 
| 
| 


THE POINT FOUR PROGRAM 


TABLE I 
The Underdeveloped Areas 
Population 
Region (millions) 
188 
Total... .1,075 


Source: Partners in Progress, op. cit., p. 5.7 


the underdeveloped areas of the world 
which are not under Soviet control con- 
stitute about 70% of the population of 
the entire non-Soviet world. (See Table I) 

In both the Gray Report and the Rocke- 
feller Report the term “underdeveloped 
areas” is used in the same geographical 
sense, Of course, all areas of the world 
are in a sense “underdeveloped”, in that 
all can achieve a higher level of economic 
life than now sustained. ‘“Underdevel- 
oped areas” as used in this paper is a 
term signifying an area in which the 
standard of life is so low that health and 
even a modest degree of prosperity can- 
not be maintained. 


Obviously, when one considers that the 
average income per person in the devel- 
oped areas in 1949 (the year used by the 


TABLE II 


Income in Underdeveloped 
Areas Per Year 


Income per Person 


Region (in dollars) 
30.00 


Average.... $80.00 


Source: United Nations Statistical Papers, 
Series E, No. 1, 1950. 


7Students of Point Four should carefully 
consult both the Gray Report (Report te 
the President on Foreign Economic Poli- 
cies, Gordon Gray, November 10, 1950, U. S. 
Government Printing Office) and the Rock- 
efeller Report previously cited, entitled 
Partners in Progress. 


United Nations statisticians in preparing 
Table II) was $1,453 in the United States 
and $473 in Western Europe, it becomes 
clear that the underdeveloped areas 
are not a promising market for goods 
manufactured by the Western industrial 
nations. (See Table II) Nevertheless, 
almost 70% of Western Europe’s foreign 
trade is with the underdeveloped areas, 
as is almost half of the foreign trade of 
the United States. (See Table III) 
Trade with the underdeveloped areas 
is not only a matter of simple economic 
importance; in addition to its dollar value 
it is a matter of the greatest strategic 
importance. National defense requires 
the United States to interest itself in 


TABLE III 
Trade with Underdeveloped Areas 
(Percentage of Total 1948-1950 Average) 


Region Exports Imports 
United States! 44 
Western Europe? 74 65 


Trade with Underdeveloped Areas? 


(In millions of U. S. Dollars— 
1948-1950 average) 


Region Exports Imports 
United States $4,994. $4,225. 
Western Europe 6,839. 9,005. 


1 Source: U. §. Department of Commerce, 
Office of International Trade (all figures 
are imports for consumption). 

2 Source: Economic Cooperation Adminis- 
tration, Recovery Guide. 

8Includes China, Australia, and New 
Zealand in addition to areas herein listed 
as underdeveloped. 


the underdeveloped areas. Although the 
United States produces over half of the 
world’s industrial output, it produces only 
a third of the world’s mineral output. 
(See Table IV) 

Of the 15 minerals generally consid- 
ered basic to industrial production, the 
United States is relatively self-sufficient 
in only six: petroleum, sulphur, phos- 
phate rock, coal, iron and potash. The 
United States produces about a half 
pound of the thirteen pounds of mangan- 
ese required to produce a ton of steel. 
We are completely dependent upon im- 
ports for tin, chromium, natural rubber, 


6 THE POINT FOUR PROGRAM 


TABLE IV 


United States Mineral Extraction as 
Percent of World Total 


Mineral U.S. Production 
59 
32 


Source: Article by A. F. Matthews, Editor 
of the U. S. Minerals Yearbook in Free- 
dom & Union, October, 1950. Quoted in 
Rockefeller Report, p. 41, 


and almost so for nickel and tungsten. 
(See Table V) 


Three-quarters of the imported mate- 
rials which have been made a part of the 
United States government’s stockpile 
program come from the underdeveloped 
areas. “The loss of any of these mate- 
rials, through aggression, subversion, or 


TABLE V 


United States Heavy Industry Depends 
on Imports for Most of 15 Basic 
Materials 


Per Cent 
Imported 


from 
Per Cent Underdevel- 


Material Imported oped Area 
Natural Rubber 100 100 
Chromium 100 83 
in 100 vf 

Nickel 99 0 
Manganese 91 17 
Bauxite 70 70 
Lead 31 19 
Copper 30 24 
Zine 26 6 
Petroleum 13 13 
Iron 5 2 
Potash 2 
Sulphur si * 
Phosphate * 
Coal * * 
Source: 1950 Commodity Yearbook, Com- 


modity Research Bureau, N. Y. 
*less than 0.5 per cent. 


economic or social collapse, would be the 
equivalent of a grave military setback.’’8 


ACTION TO MEET THE CHALLENGE 


There is little doubt that the under- 
developed areas of the world are of vital 
concern to both the United States and 
the Soviet Union. The general and well- 
known facts presented in this report on 
President Truman’s Point Four Program 
merely point up the obvious. The Point 
Four Program received its first legisla- 
tive support on June 5, 1950 when the 
President signed the Act of International 
Development as passed by both Houses 
of the Congress. This legislation spelled 
out the philosophy and goals of the Presi- 
dent’s program in greater detail than 
the proposals made in the inaugural ad- 
dress. It was the resultant of a long 
period of congressional debate including 
the inevitable compromises which usually 
go into such legislation. 

The most important aspect of the Act 
for International Development is its 
authorization for the government to plan, 
undertake, and administer bilateral tech- 
nical cooperation agreements with under- 
developed countries and to cooperate with 
and contribute to the technical assistance 
program of the United Nations, the Or- 
ganization of American States, and other 
international agencies. 


The Act sets forth certain statutory re- 
quirements which must be met in nego- 
tiating bilateral Point Four agreements 
with underdeveloped countries. Before a 
program of assistance can be undertaken 
it must be determined that the recipient 
country: 


(1) pays a fair share of the total 
cost of the program. Self-help 
has been emphasized both by the 
President and the Congress, 

(2) provides all necessary informa- 
tion concerning the project to be 
undertaken and gives the project 
full publicity, 

(3) seeks to the maximum extent 
possible full coordination and in- 
tegration of technical coopera- 
tion programs being carried on 
in that country, 


8 Rockefeller Report, op. cit., p. 46. 


| 
| 
| 


| 
= 
i 
| 
j 
| 
i 


THE POINT FOUR PROGRAM 


(4) endeavors to make effective use 
of - results of the program; 
an 


(5) cooperates with other countries 
participating in the program in 
the mutual exchange of technical 
knowledge and skills. 


In addition to these obligations to be 
assumed by the recipient country, the 
Act emphasized the idea that “private 
agencies and persons shall be sought to 
the greatest extent practicable” in the 
administration of the program. It was 
under the terms of this Act, in which 
the President is given full authority over 
the Program, that the International De- 
velopment Advisory Board was estab- 
lished. Under its terms the general ad- 
ministration of Point Four was placed 
under the jurisdiction of the State De- 
partment, and Dr. Henry Garland Ben- 
nett was named the first Administrator 
of the Program. 


The first appropriation for the Point 
Four Program was part of the General 
Appropriation Act of 1951, signed on 
September 6, 1950 by the President. The 
amount designated for the program was 
$34,500,000, of which $12,007,000 was 
eventually contributed to the Technical 
Assistance Program of the United 
Nations.® 

Of the amount remaining, one million 
dollars has been allocated to cooperative 
projects sponsored by the Organization 
of American States, and inter-govern- 
mental region groups such as the Carrib- 
bean Commission and the South Pacific 
Commission. Nearly $400,000 has been 
allocated to the Department of Commerce 
to provide information relative to in- 
vestment opportunities and the business 
problems of underdeveloped areas. 

At the time the Point Four Program 
was put into effect there were nearly one 
hundred existing technical assistance 
projects under way, all of them under 
some agency of the United States gov- 
ernment; $6,600,000 of the appropriation 
were allotted to these projects. 


® For a good discussion of the U. N. Tech- 
nical Assistance Program see Peter G. and 
Dorothea S. Franch, “Implementation of 
Technical Assistance”, International Con- 
ciliation, February, 1951. 


As a consequence, the net amount 
available for the initiation of new projects 
and to meet the expenses of program 
administration was a little less than 
$14,500,000. 


STUMBLING-BLOCKS 

Point Four is a program with a double- 
barreled approach: technical assistance 
and capital investment. The hope of the 
President was that private capital invest- 
ment would flow into the areas in which 
technical assistance programs are under- 
way. Again and again the administration 
has emphasized the fact that the Point 
Four Program is one in which it is ex- 
pected that private capital investment 
will play a leading role. 


The Gray and Rockefeller Reports 
seem to place different emphasis upon 
the flow of private capital into underde- 
veloped areas. The Reports agree that 
such flow is desirable; the Gray Report 
seems to take a more realistic approach 
as to whether, in the present climate of 
world economics and social and political 
upheaval, such flow is possible. 


“Private investment can be ex- 
pected to play a major role in devel- 
oping mineral resources and in de- 
veloping certain areas, mainly in the 
Western Hemisphere and possibly 
some parts of Africa. Private invest- 
ment is the most desirable method of 
development and normally carries 
with it the technological and admin- 
istrative skills which are an essential 
ingredient for effectiveness. The 
scope for private investment should 
be widened as far as possible. There 
should be a constant reevaluation of 
the role which it can play, and the 
need for public investment corre- 
spondingly adjusted. 

It must be recognized that there 
are now substantial obstacles to an 
expansion of such investment. Pres- 
ent international tensions are a con- 
trolling deterrent in those areas 
where an actual military threat ex- 
ists. 


In other areas the obstacles are 
largely due to actions, or expressed 
unfriendly attitudes of other govern- 
ments toward foreign capital, polit- 
ical instability, fear of government 
control, or expropriation; and eco- 
nomic difficulties, particularly those 
resulting in exchange restrictions. 
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There is also an unwillingness on the 
part of United States investors to 
engage in foreign investment, owing 
to past unfavorable experience in 
some countries, and the high rates of 
return available to capital in this 
country. Thus United States foreign 
investment has been almost altogeth- 
er direct equity investment by United 
States Corporations with direct mar- 
keting or supply interests in foreign 
countries, and is likely to remain so 
for some time to come.’10 


STUMBLING-BLOCK ONE 


The political and/or economic climate 
is not right. Capital cannot be expected 
to flow into areas where rigid controls, 
socialization, fanatical nationalism, un- 
sound currency, discriminatory legisla- 
tion and the threat of expropriation are 
all too obviously a part of the present 
scene or the future probability.11 Many 
of the countries anxious to receive Point 
Four assistance look upon such aid as 
a pure venture in altruism, and resent 
the idea of profit, without which private 
capital cannot be made to flow. In areas 
where the rights of property have been 
respected there is still a healthy flow of 
capital; in much of the underdeveloped 
area, however, there is a combined tide 
of nationalism and socialism running 
which militate against the free flow of 
private capital. 


Millions of the peoples of the underde- 
veloped areas have tasted colonialism 
and imperialism, and these peoples are 
suspicious or afraid of American motives 
and power. Communist propaganda is 
not the sole cause of these suspicions and 
fears; history laid the framework in the 
Nineteenth Century, and America looms 
over the heads of half a billion recently 
liberated colonial peoples as the inheritor 
of the colonialism of Western Europe. 


STUMBLING-BLOCK TWO 


Mathus’ Law: In the underdeveloped 
countries the average life span is some- 
where in the neighborhood of thirty 


10Gray Report, op. cit., p. 61. 


uSee Joseph Stagg Lawrence, “Point 
Four—Constructive Therapy or Blood 
ae * The Annals, July, 1950, pp. 
16-21, 


years; in India and Egypt the chances 
that a child born will reach the age of 
fifteen are about fifty-fifty.12 The fact 
that the Malthusian doctrine of popula- 
tion growth is no longer blindly adhered 
to does not support the naive assumption 
of some people that there is no real pop- 
ulation problem in the underdeveloped 
areas; the problem is great and intensely 
complicates the situation for those who 
would raise the standard of living. Merely 
to pour food or other goods into a pov- 
erty stricken area, whether that supply 
is locally produced by improved agricul- 
tural methods or by partial mechaniza- 
tion of agriculture, is surely to increase 
the number of mouths waiting to be fed. 
Point Four to be successful depends upon 
eventual industrialization, for industrial- 
ization appears to give rise to a falling 
birth rate. As population is moved from 
rural areas into new urban industrial 
areas there will be a period of time dur- 
ing which the resulting vacuum in popu- 
lation will be immediately filled by indi- 
viduals who otherwise would have suc- 
cumbed to undernourishment. 


As Chinese scholar Chia Lin Pan well 
remarks: “ ..... the demographic and 
economic forces are both interacting and 
dynamic. Neither of the two forces can 
be isolated or held stationary while the 
other changes. It is high population 
pressure on agricultural resources that 
necessitates industrialization, but the 
same demographic setting will also act 
as a hindrance to the desired economic 
development.”13 


Industrialization is a process which 
cannot be created by fiat, or loan, or im- 
port. It comes after a period of growth, 
and time must pass in the process. What 
will happen population-wise while the 
underdeveloped areas undergo this 
growth, and while the improved health 
standards and agricultural practices are 
taking effect? 


12See Chia Lin Pan, “Demographic As- 
pects of Underdeveloped Countries’, The 
Annals, July, 1950, pp. 42-50, for an inter- 
esting study of underdeveloped area de- 
mography. 


Ibid, p. 46. 
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The United States planners responsible 
for the Point Four Program have what 
they feel is an answer. 


“During the intervening period 
population increases should be con- 
sidered serious but should not be re- 
— as alarming. Under the most 

avorable circumstances large popu- 

lations have rarely grown more rap- 
idly than 2 percent a year without 
immigration. An intelligently ad- 
ministered program for over-all de- 
velopment should make it possible to 
compensate for increases in popula- 
tion by improving the human re- 
sources of the country and increas- 
ing their economic efficiency. Coun- 
tries having a high mortality rate 
suffer severe losses in the productive 
capacity of their people because their 
short lives leave them with very few 
years of productive activity in con- 
trast with the unproductive years of 
growth.”14 


STUMBLING-BLOCK THREE 


Much of the underdeveloped area is 
not freely open to American investment. 
There is a perfectly understandable ur- 
willingness on the part of the colonial 
powers, even though their hold on their 
colonies is relaxing, to open these areas 
to United States investment on anything 
but very limited terms. Great Britain 
has a program for technical assistance all 
her own: The Colombo Plan. The Brit- 
ish and French are quite willing to ac- 
cept: the technical assistance, provided 
the capital investment which is expected 
to go with it is not detrimental to the 
ties that bind the colonial areas to the 
Isles. 


%United States Department of State, 
Point Four (Washington: Department 
State Publication 3719, January 1950), p. 9. 


SOME CONCLUSIONS 


The Point Four Program was given 
birth in a period of such unrest and crisis 
that it has never had a chance to prove 
its worth. It was tied by the President, 
in so far as possible, to the United 
Nations, where pressing crisis after crisis 
and delay after delay have tended at 
least to limit these aspects of the pro- 
gram designed for United Nations par- 
ticipation.15 


In the early stages of Point Four plan- 
ning there was much extreme optimism. 
Those persons devoted to “do-goodism” 
in any form saw in Point Four the most 
ambitious proposal ever enunciated on 
high levels, There was much irrespon- 
sible writing, and many careless evalua- 
tions of the worth of the program. There 
is reason to suspect that at the present 
time the planning and strategy deter- 
mination going into further Point Four 
projects are on a more realistic level. 
Many of the projects for which the Point 
Four Appropriation has been spent were 
not new, but continuations of technical 
assistance programs already in opera- 
tion. 


Point Four has come to be correctly 
evaluated as a significant aspect of long- 
range American foreign policy, and it 
may well become the most constructive 
answer the West has brought forth to the 
threat of Communist world revolution. 


%See Annette Baker Fox, “President 
Truman’s Fourth Point and the United 
Nations”, International Conciliation, June, 
1949, for an excellent account of the rela- 
tionship of Point Four and the United 
Nations. 


| 
| 


Some Phases of An Auditor's Responsibility’ 
by THOMAS H. CARROLL* 


One of the characteristics of a profes- 
sion is the development by its member- 
ship of a commonly accepted definition 
of their professional responsibility. The 
profession of the independent auditor 
is no exception. The delineation of re- 
sponsibilities in this field and the devel- 
opment of accepted rules of practice 
have been perhaps more difficult to 
develop in this than in some of the older 
professions. This would seem to be true, 
first, because recent years have brought 
about such rapid changes in the scope 
of auditors’ work, involving more and 
more of a public interest; and second, 
because both accounting and auditing 
procedures are far from precise and 
involve a considerable degree of judg- 
ment. 


. .The first of the two following articles, 
"Some Phases of an Auditor's Responsi- 
bility" presents a brief historical sum- 
mary of the liabilities of independent 
auditing as a profession and indicates 
some of the present-day problems which 
confront the auditor and the nature of 
his responsibilities. The second article, 
"A Review of Some Court Decisions 
Affecting. the. Civil. Liability. of. the 
Public Auditor," presents a somewhat 
detailed analysis of the development of 
the legal liabilities of auditing as por- 
trayed by court decisions. .The two 
articles together are of particular inter- 
est not only for their discussion of prob- 
lems which are significant to the readers 
of financial statements as well as audi- 
tors, but also because they reflect the 
evolution and development of a rela- 
tively new profession which still has 
before it a vast horizon of new develop- 
ments and new responsibilities. 


1This paper was presented as an address 
at the Philadelphia Accounting Forum, 
Temple University, April 25, 1951. 

* Thomas H. Carroll is a member of the 
firm, Peat, Marwick, Mitchell, & Company, 
Certified Public Accountants. 


Ir may be appropriate to consider first 
the background of the development of 
accounting responsibility over the past 
half century. Up to about 1900 may be 
said to be the first phase of the devel- 
opment of American auditing. These 
early “audits” were of course patterned 
after the British general audit which of 
itself had been instituted to a large ex- 
tent by specific statutory requirements. 
The “audit” was usually an inquiry into 
the stewardship of directors with consid- 
erable emphasis upon the detection of 
fraud with the necessary concomitant 
that painstaking checking of footings, 
postings and other details pervaded all 
the work done by the auditor. 


HISTORICAL BACKGROUND 


British methods were, at first, followed 
closely by the few American auditing 
firms then in practice. It may be inter- 
esting to note that in 1880 there were 
only 81 local practitioners listed in New 
York City and only 183 in 1899; only 3 
were listed in Chicago in 1880 and 71 in 
1899. The view these early practitioners 
took of the type of service offered, and 
which influenced the responsibility taken, 
is interestingly illustrated by an adver- 
tisement in 1881 as follows: 

“Complicated, disputed and con- 
fused accounts, also accounts of ex- 
ecutors, trustees and estates in as- 
signment investigated and stated. 

Books opened and closed. Suspected 

accounts confidently examined. Part- 

nership settlements made.” 

Toward the turn of the century events 
transpired which gave impetus to a new 
orientation toward services and toward 
responsibilities. The first CPA law was 
adopted in 1896 in New York State, but 
even though a more restricted type of 
examination was recognized in then cur- 
rent literature it was still considered 
necessary to foot all books of original 
entry, to check all postings to the gen- 
eral ledger, and vouch all cash payments. 
Postings to subsidiary ledgers could be 
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tested and it was necessary to examine 
only part of the invoices for purchases 
and to check only a part of the extensions. 


During this same period there was a 
great era of industrial combinations, 
mergers and expansions for which reli- 
able data were required as to earnings, 
property values, debts, and financial 
trends, and professional accountants were 
called upon to supply independently veri- 
fied information. The purpose of such 
services, including system installations 
for merged groups, was distinctly dif- 
ferent from the purposes of earlier audits 
which were mainly to detect fraud. It 
was therefore a recognition of a different 
kind of responsibility and an expansion 
of responsibility. 

As the years went on, it became more 
and more evident that, although large 
parts of the auditors’ efforts were de- 
voted to meticulous checking of footings 
and postings, perhaps an equally large 
portion of all defalcations were trace- 
able to omissions to account at all for 
income or cash receipts. From this came 
the eventual recognition that meticu- 
lously detailed audits by outsiders were 
not the remedy and accomplished less 
than they cost. Prevention, in the form 
of improved systems of internal check 
and control, became less costly and more 
profitable than the cure. 


CURRENT PRACTICES 


The impact of the Income Tax Law 
first fully effective in 1913, the require- 
ments of the Interstate Commerce Com- 
mission, public utility commissions, in- 
surance regulatory groups, Blue-Sky 
Laws, the New York and other stock ex- 
changes, the Securities and Exchange 
Commission, and such wartime laws as 
re-negotiation, all expanded the services 
of the CPA, increased the latitude of his 
activities and created new areas of re- 
sponsibility. 

The requirement for detailed examina- 
tion of records is today only rarely im- 
posed and then usually in response to 
court orders or in controversial matters 
involving governmental dictates or liti- 


gated disputes. Instead the emphasis is 
on the responsibility which the auditor 
assumes to satisfy himself that the mat- 
ters as to which he is expressing his 
opinion present fairly the required infor- 
mation in conformity with generally ac- 
cepted accounting principles applied on a 
basis consistent with the related prior 
period, 

In discharging that responsibility he 
must make his examination in accord- 
ance with generally accepted auditing 
standards and he must apply his judg- 
ment in applying these standards by 
means of carrying out all procedures con- 
sidered necessary in the circumstances. 


All of this means that the auditor 
should have a proper background of 
training and proficiency, that he must 
exercise due care in the performance of 
his work and that he must be indepen- 
dent in his mental attitude and in his 
approach to the engagement. 


The actual work done imposes on the 
auditor a responsibility to: 


(a) plan the work adequately and su- 
pervise it sufficiently, 

(b) evaluate the internil system of the 
client as basis for determining the extent 
of tests applicable in the circumstances, 


(c) obtain sufficient competent eviden- 
tial matter through inspection, observa- 
tion, inquiries and confirmation thereof 
to provide a reasonably acceptable basis 
for forming an opinion of the matters 
under examination. 


There also exists the responsibility to 
properly report his findings which he 
does by means of his “Accountant’s Re- 
port” often referred to as a “certificate.” 
The theory applicable here is important. 
Accounting statements and accompany- 
ing notes are representations of the cli- 
ent—not of the auditor. The auditor 
states his concurrence or lack of concur- 
rence with those representations. To state 
this another way, the auditor should first 
of all be a good accountant; secondly, he 
must actually audit; thirdly, he must not 
be subject to entangling relationships 
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and he must tell his story clearly without 
minimizing or exaggerating his findings. 


Problems in Reporting 


Under some circumstances the auditor 
assumes responsibilities of a collateral 
nature, for example, disclosure of “post 
balance sheet” events. The Securities 
Act of 1933 well illustrates an additional 
responsibility of this kind. This Act 
grants the right to sue, among others, 
the certifying accountant if that part of 
a registration statement purported to 
have been certified by him contains, on 
the effective date, an untrue statement of 
a material fact or omits to state a fact 
required to be stated therein or necessary 
to make the statements therein not mis- 
leading. The effective date of a registra- 
tion statement may well be months and 
weeks after the date of the balance sheet 
and thus the auditor must make inquiries 
to the best of his ability and judgment 
(a) as to whether there were any such 
events and (b) if so, how relevant and 
how material they are in the circum- 
stances; he must cover the period inter- 
vening between the balance sheet date 
and the effective date. Criteria for dis- 
closure are very uncertain—it becomes a 
matter of experience and judgment. If the 
auditor is in no position to judge the 
force of impact of an event, he cannot 
be required to disclose it. Plant union- 
ization might be a good thing or a bad 
thing; the death of the president might 
be a catastrophe in the case of a strong 
head man—but it might, be a blessing in 
the case of weak one; fortunately the re- 
porting auditor does not need to express 
his opinion on such matters. If an im- 
portant production unit were destroyed 
by fire after the balance sheet date but 
prior to the date of the accountant’s 
report, irrespective of whether it was a 
registration statement, he probably 
should be sure that the event was re- 
ported. 


While there is increasing recognition 
of the responsibility of the accountant 
to third parties, there remain important 


matters to be clarified. ‘The practice of. 


issuing reports without an opinion ap- 
pears to be a decreasing one. In prior 
years these reports were generally long- 
form reports and often set out in con- 
siderable detail the scope of the examina- 
tion, both what was covered and what 
was omitted. The accountant should 
either (a) state an opinion or (b) state 
why he has omitted it—else he may be 
leaving the decision to a third party to 
estimate whether the examination was 
of a sufficient extent to enable a third 
party to depend on the financial state- 
ments. Third parties usually lack suffi- 
cient training and experience to make 
such a judgment. This is the account- 
ant’s responsibility. 


But responsibility implies authority 
and if more of the first is to be assumed, 
then more of the second must be given. 
Frequently the only remedies the pro- 
fessional independent accountant has are 
either to withdraw from the engagement 
or to report thoroughly qualified findings. 
In at least one case the latter remedy 
was adopted and when the president re- 
ceived the report he refused to open the 
envelope (he knew the nature of the ex- 
ceptions taken) but said they would be 
put in the safe that way and stay there. 
If, in this case, the auditors had been 
elected by the stockholders, the president 
would have had to accept and issue the 
report. The lesson here is evident. If 
the auditors had the authority from the 
stockholders, their authority would have 
overridden the president’s authority. 


Sometimes accountants are criticized 
quite unjustly for failure to disclose. 
Labor unions sometimes raise this criti- 
cism, but should the auditors assume re- 
sponsibility for disclosure of detailed in- 
formation which might be useful to em- 
ployees? We cannot now accept this 
fully for there exists no authoritative 
statement of exactly what type or how 
much information employees need, nor 
has their right to certain information 
been clearly established, if for instance, 
such disclosure might be considered by 
management to be harmful to its rela- 
tions with competitors. 
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Sometimes there are complaints that 
audits are useless anyway. In the late 
’Twenties and early ’Thirties there were 
many corporations which failed shortly 
after audited statements showed appar- 
ently healthy “surplus” accounts. Some- 
times, unfortunately, failures have re- 
sulted from conditions which might have 
been or should have been disclosed or 
discovered by the auditors. To point an 
analogy, one could say that the first 
class of failures were due to an epidemic 
and in the second case to diseases not 
properly investigated or treated by the 
attending physicians. It is unlikely that 
one would say that we should shoot all 
doctors simply because people die from 
complaints other than old age! 


It appears that so-called “no opinion 
reports” are issued both from ignorance 
and from the dubious idea that responsi- 
bility may therefore be avoided. While 
public accountancy should accept proper 
responsibilities if it is to grow as a pro- 
fession and render proper services to the 
country and particularly to the business 
community, it would be wrong to assume 
rashly unwarranted responsibility. One 
should not accept the charge that every 
postage stamp was properly and judi- 
ciously used by the business during the 
period under audit. As to inventories, 
only limited responsibility can be ac- 
cepted and one cannot expect the ac- 
countant to guarantee the future stabil- 
ity of any company. 


It should be emphasized that the prim- 
ary purpose of an examination is to en- 
able the accountant to form an opinion 
as to the financial position of the com- 
pany at the audit date and as to the 
results of operations for the period. 
Many firms include a disclaimer as to 
further responsibility because a detail 
check of the day to day transactions is 
not contemplated and the client should 
be brought to realize that he must rely on 
adequate methods of internal check and 
control as the principal safeguard against 
irregularities which a test examination 
may not disclose. 


INTERNAL AND EXTERNAL 
CONTROL REPORTS 


We all must be realistic enough to ad- 
mit that small business units cannot 
maintain a high degree of internal check 
and control and in these cases the auditor 
should do two things (a) expand his 
program of examination to cover the 
situation and (b) recommend revisions in 
internal arrangements to accomplish the 
maximum degree of internal control pos- 
sible under the circumstances. 


The latter consideration has some in- 
teresting consequences. In at least one 
case a letter was written pointing out a 
weakness of this type and later there 
was a small defalcation. The client and 
his insurance carrier agreed that the ac- 
countant was in the clear and not to be 
held responsible in any way. 


In the case of larger companies, the 
internal auditor usually plays an impor- 
tant part in minimizing fraud and the 
independent auditor can and should rely 
on his work. Nevertheless the outside 
auditor must ascertain what the program 
of the internal auditor is and must judge 
whether it is adequately designed to re- 
veal errors and minimize fraud. Their 
work must be reviewed in order to be 
sure that the prescribed programs are 
being effectively carried out. The inde- 
pendent accountant is interested in the 
end result of the internal processes 
whereas the internal auditor is interested 
in the processes themselves. 


Concerning responsibility of the ac- 
countant and the nature of his liability to 
third parties, the Ultramares case is per- 
tinent.2 This case referred to an examina- 
tion made as of December 1, 1923. The 
plaintiff, Ultramares Corporation, rely- 
ing on audited statements, advanced 
large sums to the company which became 
bankrupt in the latter part of 1924. 
The lender sued the accounting firm and 
lost on the ground that negligence is not 
actionable unless there was a breach of 
duty owing by defendants (the account- 


2See p. 21, hereafter. 
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ing firm) to the plaintiffs (the lender). 
Contractually the defendants owed no 
duty to the plaintiffs since there was no 
agreement between them. The judge held 
that in New York State the defendants 
could not be held liable to every person 
to whom the client chose to show the 
statements else they would assume a po- 
tential liability to the entire world. 

The Ultramares case had other facets, 
however, and one of these may be inter- 
esting — but from a different aspect. 
Where the auditor expresses something 
as a matter of opinion he is on much 
safer grounds than when he expresses 
something as a matter of fact. In this 
case he seems to have stated that the 
balance sheet certified was in accordance 
with the books of the company. This 
would appear logically to be a statement 
of opinion, but Chief Justice Cardozo 
thought otherwise. It seems to be an 
opinion, for surely no auditor can be cer- 
tain that he has seen all the books that 
may exist and clearly even if the state- 
ment were made as one of fact no one 
would lend a nickle on the faith of a 
statement that the balance sheet agrees 
with the books. In any case, the New 
York Court of Appeals, on this point only, 
not on the point of liability to third 


persons, ordered a retrial so that a jury 
could vote on whether negligence or fraud 
existed. This point was not litigated fur- 
ther as an out of court settlement was 
accomplished. 

This has some further interest in that 
when the auditor says “in our opinion” 
it means more than a bald statement that 
there were 35 pecks of potatoes on the 
premises. It means further that the 
opinion is rendered by persons qualified 
by training, experience, knowledge and 
reputation. It follows that the opinion 
is rendered by a person independent of 
management after examination of com- 
petent evidence and the application of 
competent judgment to the attendant cir- 
cumstances. 


CONCLUSION 

In making his report the auditor stands 
between the client and the public. Diffi- 
cult decisions are often encountered and 
only the sternest self-discipline will pro- 
duce the right conclusion; if one leans 
at all he should lean toward the side of 
the public, but upon one’s ability to de- 
cide such questions honestly, fearlessly 
and with proper balance of the issues 
under consideration will depend his ulti- 
mate standing in the profession and his 
philosophical and financial success. 


A Review of Some Court Decisions Affecting 
The Civil Liability of The Public Auditor 


by ANTHONY CARAVELLO, JR.* 


THE duties and responsibilities of the 
independent auditor have been both mul- 
tiplied and broadened during the past 
fifty years. This may be attributed to 
many factors, some of which are the in- 
creasing complexity of business opera- 
tion, the rise of accountancy to profes- 
sional status, and the development, 
through court decisions, of a more clearly 


*Anthony Caravello, Jr., received his M. 
B. A. degree from the Temple University 


School of Business and Public Administra- 
tion in June 1951. This article is a resume 
of his thesis, of the same title, written 
under the direction of Dr. Sterling K. 
ee. Head of the Accounting Depart- 
men 


defined legal attitude toward questions 
affecting auditors’ financial responsibil- 
ities. As in any other profession, public 
accounting has experienced growing 
pains, Ideas and concepts have followed 
the same broad lines of development, but 
definitive positions on many of the prob- 
lems which are constantly arising have 
not yet become clear. Not only the lay- 
men and the courts, but also the account- 
ants themselves are not agreed on many 
points concerning procedures, standards, 
terminology and responsibilities. 
Technical publications have aided by 
defining the standards for auditing and 
by outlining the procedures to be fol- 
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lowed in conducting an audit. Some of 
these publications have even set forth the 
civil liability which will arise if an audi- 
tor is delinquent in the performance of 
his duties. But, as often happens, no 
matter how descriptive or detailed the 
language may be the auditor often re- 
mains uncertain or unaware of his poten- 
tial liability. 


Court decisions illustrate the principles 
of law as they pertain to the civil liability 
of the independent auditor. A review of 
the developments in this field will both 
acquaint the independent auditor with 
the legal pattern which has evolved rela- 
tive to his civil liability and demonstrate 
the possibilities of conflict between the 
legal and accounting concepts. Courts 
have held, for example, that accounting 
reports and financial statements purport 
to show precise facts rather than to re- 
flect only the judgment and opinion of 
the auditor. 


BASIC LEGAL BACKGROUND 


Two types of suits which may be 
brought against the independent auditor 
in a civil proceeding are actions in tort 
or for breach of contract. The ordinary 
basis of action against the independent 
auditor is for breach of contract terms 
expressed or implied. Strictly defined it 
consists of “the failure, without legal 
excuse, to perform any promise which 
forms the whole or part of a contract.”! 
The tort, on the other hand, is a breach 
of duty imposed by law. Prosser defines 
a tort, in part, as a wrong “for which 
the court will provide a remedy in the 
form of an action for damages.”2 The 
same act may give rise to an action in 
tort as well as an action for breach of 
contract and the injured party may resort 
to either action as a remedy. A basic rule 
of common law, as it applies to public 
accounting, holds that, where a man holds 
himself out to the public as possessing 


1Black’s Law Dictionary, (3rd Edition, 
West Publishing Company, St. Paul, Minn., 
1933), p. 246. 

2William L. Prosser, Handbook of the 
Law of Torts, (St. Paul, at ang West Pub- 
lishing Company, 1941), p p. 3. 


certain skills, he may be held responsible, 
by the law, for the use of reasonable care 
in the exercise of those skills. Failure to 
do so will be a breach of the requirements 
of the law; therefore, a tort. 


The independent auditor may be held, 
ordinarily, for two types of torts, namely, 
negligence and fraud (deceit). Neglig- 
ence with all its variations constitutes 
the most common basis for action. Black 
defines it as “the omission to do some- 
thing which a reasonable man, guided by 
those ordinary considerations which ordi- 
narily regulate human affairs, would do, 
or the doing of something which a rea- 
sonable and prudent man would not do.’ 
Fraud is distinguished from negligence 
in that it is an intentional act to deceive 
another person and cause him injury or 
to deprive him of some right. 

The contracting parties ave the only 
ones who have the right to sue for breach 
of contract, except when a third party 
beneficiary is involved. Under these con- 
ditions, that is, when a contract is en- 
tered into primarily for the benefit of a 
third party and the client is only second- 
arily interested in the performance of the 
contract, the third party may hold the 
auditor to the proper performance of the 
contract.5 Such a situation might pos- 
sibly arise when a client hires an inde- 
pendent auditor to certify a financial 
statement for the specific purpose of sell- 
ing the business to a third party. The 
auditor must be aware of these condi- 
tions, however, in order to be liable to 
the specific third party. 

The right of subrogation, generally in 
regard to surety companies is a modifica- 
tion, not an exception, to the basic rule, 
and this right must be considered. The 
surety company contracts to indemnify 
the client, who agrees to assign his right 
of suit to the surety company. When the 
client receives payment for his injury, 
the surety company has the right to pro- 
ceed against the auditor. 


The remedy for negligence depends on 


8Black’s Law Dictionary, op. cit., p. 1231. 
‘Ibid, p. 813. 
5Glanzes V. Shepherd, 23 ALR 1425. 
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privity of contract, but there are excep- 
tions which open the door to third par- 
ties. Gross negligence on the part of the 
auditor may give rise to an inference of 
fraud. If fraud is inferred or apparent 
not only the client, but any injured third 
party placing reliance on the deceit, may 
have the right of action. This is one 
reason why the distinction between neg- 
ligence and fraud is so important. 


The basic decisions defining the inde- 
pendent auditor’s duties and determining 
his civil liabilities were handed down by 
the English courts. These decisions were 
based on the Companies Acts which gov- 
erned the incorporation and operation of 
companies and which also outlined the 
duties of the auditor of those companies. 
While the structure of English law gov- 
erning the activities of the public auditor 
is slightly different from that in the 
United States, the background and appli- 
cation of the common law principles are 
the same.& 


THE AUDITOR MUST VERIFY 


In the case of In Re London and Gen- 
eral Bank (No. 2)7 the auditors had un- 
dertaken to make a balance sheet audit 
as outiined in the Companies Act and the 
article of the company and to present the 
results to the directors and shareholders. 
When they prepared their report for the 
directors, the auditors warned that the 
real and actual position of the company 
was weak since many of the securities 
held for loans were insufficient and/or 
difficult of realization and, moreover, 
that no actual profits were made for the 
year (1891). They indicated that they 
did not believe a dividend should be de- 
clared. Thereafter, at the instance of the 
managing director, they did not make an 
equally faithful and exhaustive report to 
the shareholders, but rather left to the 
managing director the duty of telling the 
shareholders of the company’s weakness. 
This he never did. 


‘Wiley D. Rich, Legal Responsibilities 
and Rights of Public Accountants, (New 
eee American Inst. Publg. Co., Inc. 1935), 
p. 18. 
Division (2) 673, (1895) Eng- 
and. 


The court’s opinion® pointed out that 
the auditor’s duty is confined to ascer- 
taining and stating the financial position 
of the company, and that he can only 
accomplish this by an active investiga- 
tion of the financial transactions of the 
company. He then must make certain 
that the results of his investigations are 
transmitted, in proper form, to the inter- 
ested parties. Verification may be ac- 
complished by sampling if no other 
method is practical. 


This court specifically stated that the 
auditor is not a guarantor of the accuracy 
of his balance sheet nor that the Looks 
show the company’s affairs truly. For 
the auditor to do this would involve the 
assumption of too much responsibility. 
In point, the auditor’s report is actually 
his opinion based on his skill, experience, 
and judgment. It is not an insurance 
policy. This court’s judgment may be 
compared with later decisions which prac- 
tically thrust the role of insurer upon 
the auditor. 


s* |. . His business is to ascertain and 
state the true financial position of the com- 
pany at the time of audit and his duty is 
confined to that. But comes the question, 
How is he to ascertain that position? The 
answer is, By examining the books of the 
company. But he does not discharge his 
duty by doing this without inquiry and 
without taking any trouble to see that the 
books themselves show the company’s 
position. 

He must take reasonable care to ascer- 
tain that they do so. Unless he does this 
his audit would be worse than an idle farce 

. an auditor, however, is not bound to do 
more than exercise reasonable care and 
skill in making inquiries and investiga- 
tion. He is not an insurer; he does not 
guarantee that the books show the true 
position of the company’s affairs. He does 
not even guarantee that his balance sheet 
is accurate according to the books of the 
company. If he did he would be respon- 
sible for errors on his part, even if he 
were deceived without any want of reason- 
able care on his part, say by fraudulent 
concealment of a book from him... 

“... unfortunately, however, this re- 
port was not laid before = shareholders. 

person whose duty it is to convey 
information to others does not discharge 
that duty by simply giving them so much 
information as is calculated to induce them 
to ask for more. Information and means of 
information are by no means equivalent. 

.. An auditor does so (gives insufficient 
information) at his peril and runs the 
very serious risk of being held judicially 
to have failed to discharge his duty.” 
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AUDITOR MAY DEPEND UPON 
CLIENT’S EMPLOYEES 


The main portion of the case of In Re 
Kingston Cotton Mill Company (No. 2)® 
concerned the falsification, by the man- 
aging director, of the stock journal, stock 
accounts, and the summary which they 
supported, later used by the auditors as 
the certificate of inventory in preparing 
their balance sheets. When the stock-in- 
trade was listed on the balance sheet it 
was always listed “as per manager’s cer- 
tificate”. The court allowed the auditors 
to escape liability for the blanket accep- 
tance of the manager’s certificate of 
inventory. That attitude does not exist 
today, especially on the question of in- 
ventory verification. Since the investiga- 
tion of the McKesson and Robbins state- 
ments by the Securities and Exchange 
Commission, the emphasis on inventory 
verification is primary. 


AUDITOR MUST REPORT ON THE 
TRUE FINANCIAL CONDITION 


The case of Newton V. Birmingham 
Small Arms Company, Ltd.,19 was con- 
cerned with the concealment of an inter- 
nal reserve. The directors of the com- 
pany wished to set aside out of profit 
a certain amount, to be kept secret from 
the shareholders for investment pur- 
poses. The auditors were to be allowed to 
examine the particulars of the fund, but 
were not to make any note of it in their 
balance sheet. The company’s counsel, 
however, suggested that, since the Com- 
panies Act required that the auditors 
state whether the balance sheet showed 
the true and correct view of the com- 
pany’s books, the auditors could state 
that the balance sheet did not exhibit 
a true position. 

In its decision the court prohibited the 
directors from setting up the secret re- 
serve without reporting the results of 
their activities to the shareholders. It 
held that, if the auditors were not allowed 
to report everything about the reserve 


*Chancery Division (2) (1896) England. 
Division (2) 378 (1906) Eng- 
and. 


and the fund had suffered large losses, 
the auditors would not be showing the 
true position of the company in their 
balance sheet. This court waved aside 
the suggestion of the company’s counsel 
by saying “in reporting ... the auditors 
do not, of course, report as to the details 
of the accounts to which they find no 
cause to take exception. Their duty is 


to call attention to that which is wrong 
9711 


DETERMINATION OF DAMAGES 

The distinction between an action in 
tort and one for breach of contract is 
very important especially in the matter 
of the determination of damages. If the 
plaintiff can prove that negligence (in 
tort) existed, the amount of damages he 
can collect may be substantially larger 
than the amount he could collect for neg- 
ligence in the performance of the contract 
terms. This is shown in the case of City 
of East Grand Forks V. Steele.12 

In the case in question the auditors 
had performed two audits but were later 
shown to have been negligent in their 
performance. The city clerk had been 
embezzling money from the cash collec- 
tions. Although he had been bonded by 
a surety company, it became insolvent 
prior to the discovery of his defalcations, 
thus preventing recovery. The city as 
plaintiff wished to collect the fees paid 
to the auditors and the amounts which 
had been embezzled, The plaintiff rea- 
soned that the auditors had not per- 
formed the job they were supposed to 
complete and thus they had not earned 
their fees. As to the embezzled amount, 
it was felt that, if the auditors had dis- 
covered the defalcations sooner, they 
could have been recovered from the clerk 
or from the surety company. 

The court allowed the recovery of the 
fees from the auditors, but would not 
hold them liable for the amount of the 
stolen money. It said that, since the 
action depended entirely upon proving 
the contract terms, the only wrong was 


“Ibid. 


12121 Minn. 296, 121 NW 181, Sup. Ct. of 
Minn., May 2, 1913. 
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a breach of contract and not a tort. The 
proximity of the damages to the knowl- 
edge and intent of the contracting parties 
when the contract was made and executed 
served as a guide to this finding. Under 
the circumstances, it was held that the 
coincidence of the insolvency of the sure- 
ty company and the defalcations of the 
clerk were found to be extremely remote 
from the intentions of the parties to the 
contract. The only damages suffered by 
the plaintiff as a result of the breach were 
the fees paid to the auditors for which 
there was no proper performance.13 


PROOF OF INJURY 


In order for damages to be collected 
there must be some proof of injury. In 
determining the reasonableness of claims 
the courts have sometimes used round- 
about reasoning. The auditor should be 
aware of the ramifications of this reason- 
ing. 

In the case of Republic of Bolivia Ex- 
ploration Syndicate, Ltd.,14 many claims 
were made against the auditors after the 
failure of the company. One of the most 
important was suit for salaries and fees 
paid to one of the directors after his 
assumption of that office. (Under the 
Companies Act of 1906 no director was 
allowed to deal with the company and 
charge profit costs as a consequence of 
that dealing.) The company had become 


1%°This is not an action in tort, but an 
action to recover damages for breach of 
contract. ‘Where the action is not main- 
tainable without pleading and proving the 
contract, when the gist of the action is the 
breach of the contract, ae by malfeas- 
ance or nonfeasance, it is, in substance, an 
action oe the contract.’ Whitaker V. Col- 
lins, 25 NW 632” 

“The damages claimed on account of the 
losses resulting from the defalcations of 
the clerk and the insolvency of his surety 
are too remote to be recovered, without 
showing the existence of special circum- 
stances, known to the defendants, from 
which they ought to have known that such 
losses were likely to result from a failure 
to disclose the true condition of affairs. 

there may be circumstances under 
which the negligence of an expert account- 
ant may make him liable for losses, as 
where he is employed to determine the 
amount that should be exacted from... 
surety for default of his ary anges but the 
facts alleged in the complaint do not bring 
this case within any such rule.” 


“Chancery Division (1) 139 (1913) Eng- 
land. 


insolvent and the receivers attempted to 
collect the amount of these fees from the 
auditors claiming that they were negli- 
gent in failing to report the existence 
of the payments. The court said that the 
auditors had not performed their duty 
as well as they should have, but there 
were other circumstances to be consid- 
ered. The shareholders had all been 
aware of the payment of the fees. They 
had made no move to recover them during 
the operation of the company. In fact, 
the court averred that the shareholders 
would not have sued the directors for 
recovery if such had been proposed in a 
regular business meeting. Therefore, the 
court ruled that the auditors should not 
be held liable. 


In essence, the court held that, since 
the shareholders had made no complaint 
against the directors and had made no 
direct effort to institute proceedings inci- 
dent to collection of the fees improperly 
paid, there must have been no injury. In 
its judgment there was, therefore, no 
valid ground for requiring the auditors 
to make up the amount of these fees at a 
later date. 


AUDITORS ACCEPTANCE OF 
CERTIFICATES FOR SECURITIES 


The case of In Re City Equitable Fire 
Insurance Company!5 emphasizes the 
auditor’s responsibility in the acceptance 
of certificates from institutions holding 
securities. In this instance the auditor 
had failed to detect and report to the 
shareholders the fact that a number of 
the company’s securities, supposedly in 
the custody of the company’s brokerage 
firm, were being pledged by that firm. 
He failed because he accepted the certifi- 
cate from the brokerage firm as to the 
existence of such securities without at- 
tempting any sort of confirmation of 
the certificate. The court in its decision 
referred to the London and General Bank 
case, maintaining it is the auditor’s duty 
to satisfy himself that the securities of 
the company exist and are in safe cus- 


Chancery Division (1) 407 (1925) Eng- 
land. 
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tody. This makes it the responsibility 
on the auditor to decide what is safe 
custody.16 


RIGHTS OF THIRD PARTIES WHEN 
NEGLIGENCE IS INVOLVED 


The case of Landell V. Lybrand!7 con- 
tains many valuable statements concern- 
ing the rights of third parties in the 
United States when the auditor is negli- 
gent. Under American law, the stock- 
holder, ordinarily, has no privity to the 
auditing contract as the shareholder in 
England has, and thus, this requires a 
sharp distinction in the practices in these 
two countries. 


In the case in question, the plaintiff 
claimed that he had purchased stock on 
the strength of the auditors’ report which 
was shown to him by someone who had 
suggested the purchase of stock. Since 
he averred that the stock was acquired 
on the strength of the report, which was 
false and untrue and that the stock was 


16‘For an auditor is not in my judgment 
ever justified in omitting to make personal 
inspection of securities that are in the cus- 
tody of a person or a company with whom 
it is not proper they should be left, when- 
ever such personal inspection is_practic- 
able. And whenever an auditor discovers 
that securities of the company are not in 
proper custody, it is his duty to require 
that the matter be put to right at once, or, 
if his requirements be not complied with, 
to report the fact to the shareholders, and 
this whether he can or cannot make a per- 
sonal inspection.” 

“A company’s brokers are not the proper 
pope to have custody of its securities, 
owever respectable and responsible those 
brokers may be. There are, of course, occa- 
sions when, for short periods, securities 
must of necessity be left with the brokers, 
but the moment the necessity ceases the 
securities should be lodged in the com- 
pany’s strongroom, or with its bank, or 
aaa in other proper and usual safekeep- 
n Sed 

= ...I1 am not content to say that 
simply because a certificate was accepted 
otherwise than from a bank, therefore 
there was necessarily so grave a derelic- 
tion of a as to make the auditor re- 
sponsible. In my opinion, it is for the 
auditor to use his discretion and his judg- 
ment, and his discrimination as to whom 
he shall trust;...if you merely discharge 
him by saying he accepted the certificate 
of a bank because it was a bank, you 
might lighten his responsibility. In my 
view, he must take a certificate from a 
person who is in the habit of dealing with 
and holding securities, and whom he, on 
reasonable grounds, believes to be, in the 
exercise of the best judgment, a trust- 
worthy person to give such a certificate.” 


17264 Pa. 406, 107 Atl. 783, 8 ALR 461 
(1919). 


valueless when he bought it, he claimed 
that the auditors were liable to him for 
the loss sustained in the transaction. The 
court pointed out that, since there was 
no contract between the two parties to 
the suit, the plaintiff could not hold the 
auditors for negligence in the conduct of 
their audit. The representations in the 
report were not made with the specific 
intent that the plaintiff act upon them. 
Had this been true, the way might have 
been open for him to rightly complain of 
the auditors negligence. 

The only circumstances under which 
parties not privy to the contract have a 
right of suit against the auditor is when 
it can be proven that fraud was intended, 
when it can be shown that the negligence 
is so great as to lead to an inference of 
fraud, or when the contract is made for 
one party’s specific benefit. An inference 
of fraud exists only if it can be shown 
that the auditor made a statement of fact 
when he knew it was false; that he was 
entirely unaware of the true facts and 
made a statement concerning them, as if 
to show that he had knowledge of them; 
that he had reason to believe the facts 
to be otherwise than as represented, but 
made no effort to verify them. These 
statements must be misleading to the 
plaintiff and they must be statements of 
facts. An independent auditor cannot be 
held liable for a truthful expression of a 
wrong opinion founded on known facts. 
(This rule is somewhat modified in a later 
case) .18 


AUDITOR MAY USE CONTRIBUTORY 
NEGLIGENCE AS A DEFENSE 


In order for an independent auditor 
to perform his duties properly the coop- 


18°A public accountant is not, merely be- 
cause of negligence in making an audit of 
the books of the corporation, under con- 
tract with it, liable for losses sustained by 
one who purchases corporate stock in reli- 
ance upon the audit.” 

“In absence of the contract or privity 
between parties no action can be sustained 
upon contract or upon the case for negli- 
gence. 

“The alleged misrepresentation was not 
made to the plaintiff, or with the intent 
that the plaintiff act upon it.” 

“The representation was not of a fac 
but was merely a statement of opinion.” 


| 
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eration of the client is necessary. This 
entails free access to the books and rec- 
ords plus any and all information which 
management may be able to furnish him 
pertinent to his examination of the finan- 
cial position of the company. 


This gives rise to the first defense 
which a public auditor may offer to the 
charge of negligence, that of contribu- 
tory negligence on the part of the client. 
This is illustrated in Craig V. Anyon.19 
In this case the charges were that the 
auditors were negligent in not discover- 
ing an employee’s falsification of the 
books. The plaintiff, a brokerage firm, 
requested payment of damages to the 
amount of the defalcations, $1,250,000. 
It was claimed that an early discovery 
would have led to the employee’s dis- 
charge and, thus, subsequent losses 
would not have occurred. It was shown 
that Moore, an employee, was in charge 
of the plaintiff’s commodities depart- 
ment. He had a free hand, with no su- 
pervision by any of the firm’s partners, 
to deal with customers’ accounts. Deter- 
mination of the entries to be made by the 
bookkeepers on these accounts was en- 
tirely at his discretion. From time to 
time, he had had entirely unwarranted 
payments made to certain customers. 
The plaintiff held that, had thorough 
audits been made, these customers’ ac- 
counts would have been found lacking the 
proper margins and the payments would 
have been discontinued. It was also 
shown that, when the defendants were 
first engaged, part of their duties were 
to send statements to the customers. The 
plaintiff refused to allow this to be done. 
The auditors were also required to cal- 
culate the customers’ liability on the 
books, but this was never done. The 
plaintiff was aware of this dereliction for 
the extended period during which it oc- 
curred, but made no move to remedy the 
situation. 


During the examination period the ac- 
countants had notified the plaintiff that 
a certain ledger “ ... should not be taken 


19208 NYS 259 (1925). 


out of the control of one Hodge” for 
.as this ledger is now operated it is 
practically a check on the subsidiary de- 
partment (Moore’s commodities depart- 
ment). “ ... Notwithstanding this ad- 
vice, one of the partners caused that 
ledger to be put under Moore’s direction, 
leaving him with control of every book 
in the office necessary to work his schemes 
and, at the same time, conceal his mis- 
deeds.” 


Because of this circumstance, the audi- 
tors relied on Moore. They did not sus- 
pect him and saw no reason not to take 
his information at face value since he 
exercised authority to deal with them in 
the matter of the commodities depart- 
ment without the interference of any of 
the partners of the brokerage firm. 


The court refused to allow the verdict 
against the defendants for damages 
which the plaintiff suffered from the 
wrongful payments by Moore to the cus- 
tomers. These damages did not flow 
naturally and directly from the defend- 
ants’ negligence or breach of contract. 
“ |. . plaintiff should not be allowed to 
recover from losses which they could 
have avoided by the exercise of reason- 
able care.” 


The entire defense of contributory neg- 
ligence rested on the fact that the dam- 
ages caused to the plaintiff were not 
caused purely by the acts of the defend- 
ants. Had the plaintiff taken some reas- 
onable steps the loss would not have oc- 
curred. The plaintiff was held to have 
been negligent and the court held that 
the collection of damages under such cir- 
cumstances was untenable. However, the 
court did allow the return of the fee to 
the plaintiff for the examination had not 
been properly performed and the auditors 
were not, therefore, entitled to it. 


THE COURTS DISMISSAL 
OF TECHNICAL TERMS 

The purpose in reviewing Maryland 
Casualty Co. V. Cook?9 is to show the 
temper of the courts in relation to a pub- 


235 Fed. Sup. 160 (1940). 
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lic auditor’s attempt to restrict the scope 
of his audit responsibility by the use of 
technical terms. In this case the City of 
Flint had set forth its specifications for 
an audit. The defendant auditor took the 
contract and performed the examination. 
Subsequently, he was sued for the 
amount of damages incurred by the 
plaintiffs due to the dishonesty of Con- 
klin, the City Treasurer. It was alleged 
that, had the auditor discovered the de- 
faleations of Conklin, subsequent embez- 
zlements would not have occurred. The 
city was protected by surety bonds fur- 
nished by the plaintiff companies, which 
paid the city for Conklin’s peculations 
and assumed the right of subrogation 
against the auditor. The defendant main- 
tained that he was merely hired to per- 
form a cash audit and that he was not 
negligent since he had done all that was 
called for in such an audit. There was 
ample evidence, however, to show that he 
was negligent. He made no attempt to 
circularize the delinquent accounts. Al- 
terations of the taxrolls were crudely 
done and easily noticeable. Altered tape 
totals were accepted without the auditor 
checking the figures to see if they were 
correct as to the tape listing. 


The court made note of the defendant’s 
primary defense that this was merely a 
cash audit. Many expert witnesses passed 
through the court and testified that the 
specifications called for a cash audit, a 
balance sheet audit, a detailed audit, and 
the court treated all this as mere camou- 
flage. It said that the City Commission 
had no such technical terms in their 
minds. Literally, they knew what they 
wanted. That was a complete audit. 
Neither the contract nor the specifica- 
tions had technical terms in them, The 
conclusion was reached that the audit 
was not limited, and that the contract 
must be interpreted according to its ac- 
tual meaning; its plain, everyday, com- 
monsense meaning. The court said, 

“T think it is high time for account- 


ants to know that if they want a par- 
ticular contract which they enter into ~ 


to be measured in the technical 
terms of a cash audit, or a balance 
sheet audit, or a detailed audit, they 
should insist that their contract and 
the specifications which they agree 
to comply with in their contract 
should plainly state the facts.” 
Furthermore, it was pointed out that 
one of the purposes of the audit was to 
discover if any of the city employees 
were embezzling or misappropriating 
city funds. If the auditor had performed 
the examinations properly, the irregu- 
larities would have been discovered, the 
city treasurer discharged, and subsequent 
defalcations halted. Therefore, the audi- 
tor was held liable for such damages as 
claimed, 


THE POSSIBILITY OF BEING 
CHARGED WITH FRAUD 


The case of Ultramares Corporation V. 
Touche?! details some of the standards 
used in determining the existence of fraud 
in connection with an audit. Touche, et al, 
were auditors for Fred Stern and Com- 
pany, a company engaged in the impor- 
tation and sale of rubber. The auditors 
had prepared and certified various bal- 
ance sheets for the company, which state- 
ments were used for exhibition to various 
third parties as the basis for financial 
transactions, especially for the purpose 
of borrowing large sums of money. In 
all the auditors’ dealings with Stern and 
Company no mention was ever made of 
the plaintiff corporation. The plaintiff 
was approached by Stern and Company 
for loans and, as a condition of loan, the 
plaintiff insisted on a certified balance 
sheet. On the faith of the certificate, 
loans were made to Stern and Company 
amounting to $165,000. The balance sheet 
showed a substantial amount of assets 
and net worth although actually the com- 
pany was insolvent. 

The court held that the auditors had 
found sufficient discrepancies to make 
them wary. The auditors were found neg- 
ligent in the verification of accounts re- 
ceivable. There were falsified invoices 
amounting to $700,000 supporting the re- 


2174 NE 441, 74 ALR 1139 (1931). 
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ceivables.22 Furthermore, the auditors 
found that some of the assets were 
pledged at two, three, and four banks at 
the same time. This should have been 
looked into, but, instead, the defendants 
accepted the explanations of their client. 
These facts evoked some pertinent re- 
marks from the court. “ ... public ac- 
countants who have notice from the cir- 
cumstances of its making that their em- 
ployer intends to exhibit a financial state- 
ment prepared by the accountants to 
creditors and investors, owe them a duty 
not to assert knowledge where no knowl- 
edge exists.” 


The present case points up the fact 
that public accountants will be held liable 
to third parties for negligence, amounting 
to an inference of fraud if it can be shown 
that they made statements, causing in- 
jury, based on no serious, diligent attempt 
to learn the facts. Thus, it could be held 
that anytime an auditor does not do what 
is reasonably correct in investigating the 
items contained on the statements he has 
certified, he may be open to a suit 
brought by any third party. It must be 
emphasized that the negligence must be 
gross, but often the difference between 
gross and ordinary negligence is merely 
a matter of a judicial opinion. In the 
present case, for example, the court found 
that the auditors were so negligent as to 
lead to a possibility of fraud being pres- 
ent. The case was returned to the jury 


2 .as to accounts entered upon the 
books in the usual course of business. It 
was plainly insufficient, however, as to ac- 
counts not entered upon the books where 
inspection of the invoices was necessary, 
not as a check upon accounts fair upon 
their face, but in order to ascertain 
whether there were any accounts at all... 
how far books of account fair upon their 
face are to be probed by accountants... 
involves to some extent the exercise of 
judgment and discretion. Not so, however, 
the inquiry whether the entries certified 
as there, are there in very truth, there in 
the form and the places where men of 
business training would expect them to be. 
The defendants were put on their guard 
by the circumstances touching the Decem- 
ber Accounts Receivable to scrutinize 
(them) with special care...” 

“We conclude ... that in certifying the 
correspondence between balance sheet and 
accounts the defendants made a statement 
as true to their knowledge, when they had, 
= jury might find, no knowledge on the 
subject. 


to let it decide on the basis of the facts 
whether or not an actual fraud existed. 


MISTAKES IN JUDGMENT MAY 
LEAD TO AN INFERENCE OF FRAUD 


The case of State Street Trust Com- 
pany V. Ernst23 represents the furthest 
the courts have gone in thrusting addi- 
tional responsibilities on independent 
auditors. It has been the subject of much 
comment and a strong dissenting opinion 
was filed in the highest court in which the 
case was reviewed. 


On January 19, 1929, Pelz-Greenstein 
Company applied to the plaintiff for a 
line of credit and a loan of $300,000. They 
presented an estimated balance sheet and 
explained that a certified one would be 
forthcoming from the defendant firm. A 
demand loan was granted by the plaintiff 
on the basis of the estimated balance 
sheet and the reputation of the Pelz- 
Greenstein Company. On April 9 a copy 
of the certified statement was given to 
the plaintiff by Pelz-Greenstein and, since 
it was in substantial agreement with the 
estimated balance sheet, a three month 
time note was issued to replace the de- 
mand loan. The time note was renewed 
several times, the last renewal being Jan- 
uary 9, 1930. On April 26, 1930, Pelz- 
Greenstein was declared bankrupt and 
the plaintiff was able to collect only part 
of the loan, This action was to recover 
the difference from the defendants. 


It was alleged that the defendants 
knew that the balance sheet was to be 
used to obtain credit. On May 26, 1929, 
one month after supplying ten copies of 
the certified statement to Pelz-Greenstein, 
the defendants sent a letter (one copy) 
to their client containing comments on 
and explanations of the balance sheet. 
The certified statement was subject to 
the information disclosed in the letter 
which explained the scope of the exam- 
ination. The court believed that the act 
of the defendant firm in placing into cir- 
culation, thirty days prior to the issuance 
of the letter, a balance sheet (ten copies) 


2316 NE (2d) 861, 210 ALR 1250, (N. Y. 
Court of Appeals, 1938). 
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which they practically conceded should 
not be used without reference to the lim- 
itations set forth in the covering letter, 
and this letter being given only to the 
client in one copy, was in itself gross 
negligence and an important piece of evi- 
dence raising an inference of fraud. Ac- 
countants may not be held liable to third 
parties for ordinary negligence even 
though they are aware that their state- 
ments will be used to obtain credit. How- 
ever, where the negligence is gross, the 
evidence may be sufficient to sustain an 
inference of fraud. It is for a jury to de- 
cide whether or not fraud actually exists. 


The plaintiff in this case claimed that 
there were hundreds of thousands of dol- 
lars of delinquent and dead receivables 
which were covered by only a compara- 
tively few thousand dollars of reserves. 
The accountants had computed the re- 
serves by basing their calculations, not 
on the year in question, but by accepting 
figures established in 1927. When this 
figure was found to lead to a profit that 
was smaller than the amount of dividends 
issued during the year, the reserves were 
reduced so as to establish a profit in ex- 
cess of the dividends for the year. 


The defendants pleaded that they 
should be excused for not investigating 
the accounts more fully because of a let- 
ter they had obtained from Mr. Pelz, the 
company treasurer. It stated that the 
company had in its possession “sufficient 
salable merchandise to completely liqui- 
date” these accounts. The court’s com- 
ment on the letter was; “the very pur- 
pose of the bank in seeking the balance 
sheet prepared by the accountants is to 
check any possible fraud of the persons 
seeking the loan.” Expert testimony on 
this point stated that, under the circum- 
stances, it was improper accounting prac- 
tice to accept such a letter without fully 
investigating the accounts in question. 


The court was satisfied that the facts 
were sufficient for a jury to find that the 
defendants had knowledge which they 
suppressed in preparing the balance 
sheet, and which they only revealed to 
the client. Further, the computations of 


the reserves were misrepresentations in 
that they did not reflect the facts known 
to the defendants. The court found that 
the plaintiff established a prima facie 
case and a new jury trial ordered, al- 
though a strong dissenting opinion was 
filed by three of the justices. It was held 
that the only error was that of judgment, 
but as shown in the Ultramares case, lia- 
bility “cannot be predicated upon error, 
however great, in the exercise of judg- 
ment. The error of judgment does not 
indicate a wilful expression of a false 
opinion or an expression of opinion based 
on ground so flimsy that the jury might 
conclude that the opinion was based on 
no genuine belief”. Thus, the court held 
that, if setting up of reserves is a ques- 
tion of fact, then the auditors were guilty 
of the degree of negligence noted by the 
majority opinion, but the writer of the 
dissenting opinion felt that this view 
placed too much responsibility on public 
accountants. 


The presentation of a balance sheet 
without the incorporation of the restrict- 
ing letter is a serious error. In the court’s 
view the auditors should have taken the 
fact of the presentation for credit into 
consideration when they prepared the 
certification. Moreover, since the audi- 
tor’s job is verification, it is quite useless 
for him to accept the letters or allega- 
tions of his client in regard to material 
facts without checking on them. 


SOME CONCLUDING OBSERVATIONS 


There are some points which have been 
made in these cases which cannot be em- 
phasized too strongly. The independent 
auditor must keep them in mind if he is 
to carry out his responsibilities properly. 
There can be no doubt that the prime 
duty of an independent auditor is that of 
verification and he cannot verify cor- 
rectly unless he is diligent in his investi- 
gations. And after all the data is col- 
lected it serves no purpose whatsoever 
unless it is transmitted in proper form to 
the interested parties. 


The auditor may make use of infor- 
mation furnished him by the client and 
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his employees, but, as an auditor, he is 
required to verify it. A system of in- 
ternal control is only good if there can 
be some type of check within the cycle 
of control. The auditor must be on the 
alert constantly for unscrupulous or care- 
less clients. 


The independent auditor must be care- 
ful in his use of technical terms in re- 
gard to the types of audits, especially 
when speaking to one who is not an ac- 
countant. The auditor must make the 
client understand exactly what he is buy- 
ing when he employs an auditor for an 
examination. This follows through into 
the preparation of the financial state- 
ments and the accompanying certificate. 
There should be less use of specialized 
or technical word groupings on the bal- 
ance sheet which is to be released to the 
general public. Where there is a conflict 


between brevity on the one hand and clear 
and full disclosure on the other, the 
courts support clarity even though this 
may necessitate a longer report. 


The foregoing cases, when reviewed 
as a whole, are noteworthy in that they 
indicate a gradual shift in the courts’ 
attitude as it affects the independent 
auditor. During the past two decades the 
courts have, more and more, shown a 
tendency to emphasize protection of 
stockholders’ and creditors’ positions and 
rights. The several early cases tried by 
the English courts showed a tendency of 
liberality toward the public auditor in 
not wishing to burden him with too 
much responsibility. However, in the 
United States in recent years the trend 
has been toward increasing the auditor’s 
burden of responsibility in relation to 
the performance of his duties. 


PHILADELPHIA BUSINESS INDEX 


The September 1950 issue of the Bul- 
letin presented a new index of general 
business conditions in the City of Phila- 
delphia. The series, prepared by Robert 
T. Kline, and designed to reflect eco- 
nomic activity exclusively within the 
boundary of the city, was based upon a 
combination of statistical data repre- 
senting (1) industrial electric power 
sales; (2) indexes of employment and 
employee-hours; (3) department store 
sales; (4) bank debits; and (5) total con- 
struction. Because the method of report- 
ing certain data is under revision by the 
originating agency, the change in aver- 
age weekly hours worked and the monthly 
change in total employment in the Phila- 
delphia metropolitan area, both prepared 
by the Pennsylvania Bureau of Employ- 
ment and Unemployment Compensation, 
have been substituted for (2) above. This 
is a temporary expedient to maintain 
continuity of the index. The original 
data series will be restored after revi- 
sion, probably by early 1952. It will be 
noted that the decline in the index is due 


almost exclusively to the change in the 
construction and bank debits components, 
both of which have undergone no change 
in form. The following table presents the 
index for the years 1939 through 1950 
and by month from January, 1951.1 


Index of General Business Conditions, 
City of Philadelphia, 1947—100 


1951 
Year Index Month Index 
1939 73 Jan. 117.6 
1940 fis Feb. 113.8 
1941 96 Mar. 112.9 
1942 99 Apr. 114.8 
1943 - 106 May 113.2 
1944 106 June 109.2 
1945 98 July 107.1 
1946 100 
1947 100 
1948 103 
1949 97 
1950 108 


WRobert T. Kline, “A Measurement. of 
General Business Conditions in the City of 
Philadelphia,” Economics and_ Business 
Bulletin, School of Business and Public Ad- 


ministration, Temple University, Philadel- 


phia, Pa., September, 1950, pp. 33-40. - 
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Recent Branch Banking Trends 
by LOUIS T. HARMS* 


The principal changes which have taken 
eer in the structure of commercial 
anking during the last 15 years are the 
subject of this article. The changes are 
discussed in detail and, where possible, 
they are accounted for by reference to 
certain economic and legal factors which 
seem to have been at work in the same 
period. A tendency toward consolida- 
tion was noted, although little can be 
said as to the speed or form of this 
development in the future. 


T HE American banking system operates 
in a particular institutional and economic 
environment, and is subject to important 
changes as its environment is altered. 
The changes in function and in structure 
of banking may be in a reciprocal rela- 
tion with the setting within which the 
system operates. This article presents 
certain of the changes in branch banking 
which have taken place over a recent 
period, discusses them in detail and, 
where possible, attempts to account for 
them by reference to certain economic 
and legal factors which seem to have 
been at work in the same period. 


In this connection, some general ques- 
tions are posed as follows: How have the 
exigencies of these changing circvm- 
stances affected the ability of bankers to 
perform their functions within the frame- 
work of the structure at hand while 
these changes were taking place? If 
the structural framework was not ade- 
quate in consequence of the changes, 
what modifications of structure have oc- 
curred to permit adequate functioning? 
How has the competitive nature of bank- 
ing been affected? This paper will be con- 
fined to a discussion of changes occurring 
in the structural classification of com- 
mercial banks as represented by single 


*Louis T. Harms is a member of the 
economics faculty of the Temple Univer- 
sity School of Business and Public Admin- 
istration. 


office and multiple office banking types 
during the period 1988 to 1950. 


THE SINGLE OFFICE BANK 


The kind of bank under consideration 
is the so-called “commercial” bank. A 
unit or single office bank is defined as an 
“incorporated or unincorporated sepa- 
rately chartered bank”, A glance at 
Table I will reveal the striking fact that 
the number of banks becomes less in each 
year from 1938 through 1944. This de- 
cline is then followed by a slow increase 
in the number of banks each year until 
1948, when the decline is resumed once 
more. 

In order to investigate the legal and 
economic influences which account for 
the changes in the total figures, it is 
essential to show consolidations, suspen- 
sions and voluntary liquidations. This 
information, presented in Table II, ac- 
counts in detail for the year by year 
changes in the number of head office 
banks.1 

The net increase in the number of 
banks from 1944 through 1947, as well 
as the decrease after 1947, may be ex- 
plained by reference to factors which 
affect the numbers of new banks opened 
and by a decline in the numbers of sus- 
pensions and voluntary liquidations. 
These influences were largely cyclical in 
nature, the accelerated growth of banks 
reflecting the high level of business and 
agricultural activity during and since 
the war. Moreover, new banks “..... 
have been organized to meet the demand 
for banking services in communities left 
bankless or practically so by the num- 
erous suspensions that occurred in the 
’Twenties and early ’Thirties”.’ It is note- 


1Since an explanation of the reasons for 
the interjurisdictional movement of banks 
is not within the scope of this paper, a 
discussion of this type of change has not 
been attempted. 

2Cagle, Caroline H., and Kolb, Raymond 
c., “New Commercial Banking ffices: 
1936-1947", Federal Reserve Bulletin, May 
1948, p. 507. 
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TABLE I 
Number of Commercial Banks in the United States: 1938-1950* 


ALL COMMERCIAL BANKS 


Banks 

Head Office MEMBER BANKS ALL NON- 

Dec. 31 Total Total National State MEMBER 
1938 14639 6338 5224 1114 8233 
1939 14483 6362 5187 1175 8058 
1940 14344 6486 5144 1342 7802 
1941 14277 6619 6117 1502 7661 
1942 14136 | 6679 5081 1598 7460 
1943 14034 6738 5040 1698 7299 
1944 13992 6814 5025 1789 7181 
1945 14011 6884 5017 1867 7130 
1946 14044 6900 5007 1893 7147 
1947 14181 6923 5005 1918 7262 
1948 14171 6918 4991 1927 7256 
1949 14156 | 6892 4975 1917 7267 
1950 14121 | 6873 4958 1915 7251 


*Not included are changes in Mutual Savings Banks, Private Banks; “Unclassified” 
additions and subtractions were not included in this tabulation. These figures include 
“Preliminary” data as given in the Federal Reserve Bulletin and have not been 
corrected from the final figures, since they are only infrequently available. 

Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, 
Banking and Monetary Statistics, current issues. 


worthy that almost one-half of the new MULTIPLE OFFICE BANKING 


banks are in small towns (population Although the greatest number of bank- 
2500 or less) with no other banking ac- ng offices are separately chartered and 
commodations. Over one-half are located independent unit banks, multiple office 
in the primarily agricultural North Cen- banking has attained a position of great 
tral and South Atlantic areas, and about jmportance in the banking structure. 
60% are concentrated in 13 States. In Multiple office banking may be defined 
these States, where laws prohibited gs “, . | the maintenance and operation 
branch banking, many new banks were of a number of banking offices under 
established, while, where they were per- eommon ownership or direction”’.8 The 


mitted, branches were opened. These in- three generally recognized types (branch, 
fluences seem to have spent themselves 


after 1947, when the number of new ne Gagle, c B,, Branch, Chain, and Group 
an. ankin - 
banks began again to decline, serve, Washington, D.C. 1941, 


TABLE II 


Number of Commercial Banks Organized, Consolidations, Suspensions 
and Voluntary Liquidations, 1938-1950 


TOTALS NATIONAL STATE MEMBER NON-MEMBE 

Susp. Susp. Susp. 
Dec. New Net New Con- Vol Net | New Con- Vol. Net | New Con- Vol. Net 
$1 Banks Chng. | Banks sol. Liq. Chng./ Banks sol. Lig. Chng.| Banks’ sol. Liq. Chng. 

* 
1938 41 —174 1 26 5 —80 1 6 1 —6 39 67 110 —138 
1939 30 —155 3 30 11 —38 1 8 6 —13 26 81 61 —116 
1940 34 —131 3 41 5 —43 0 11 1 —12 31 44 63 —T76 
1941 53 —55 7 22 10 —25 | | 2 —2 45 36 31 —28 
1942 23 —140 0 28 7 —35 2 5 1 —t 21 55 67 —102 
1943 49 —102 3 34 13 —44 4 7 2 ants 42 45 50 —53 
1944 69 —42 8 27 5 —24 5 8 i ad 56 37 383 —14 
1945 117 21 17 34 2 —19 8 7 0 x 92 37 16 39 
1946 142 32 21 40 3 —22 9 15 2 —8 | 112 39 a1 62 
1947 112 16 19 26 2 —9 14 15 1 —2 79 43 27 
1948 79 —9I 15 30 0 —15 5 17 1 —13 59 28 12 19 
1949 78 —15 18 31 2 —15 6 17 0 —11 54 29 14 i 
1950 69 —35 7 27 1 —21 8 12 0 ——4 54 52 12 —10 
Totals 896 122 396 66 64 129 18 710 593 495 


*Not included are changes in Mutual Savings Banks, Private Banks; “Unclassified” 
additions and subtractions were not included in this tabulation. These figures include 
“Preliminary” data as given in the Federal Reserve Bulletin and have not been 
corrected from the final figures, since they are only infrequently available. 

Source: Ibid, current issues. 
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TABLE III 
Commercial Banks and Their Branches: 1938-1950 


MEMBER BANKS NON-MEMBERS 
TOTAL TOTAL NATIONAL STATE 

Banks Banks Banks Banks Banks 

Dee. With With With With With 
31 Branches Branches | Branches’ Branches | Branches Branches | Branches Branches! Branches Branches 
1938 917 4393 355 3444 194 1499 161 1945 562 949 
1939 954 4462 360 3491 195 1518 165 1973 594 971 
1940 934 4509 370 3525 200 1539 170 1986 564 984 
1941 968 4542 379 3558 205 1565 174 1993 589 984 
1942 998 3602 405 2615 227 1592 178 1023 593 987 
1943 1097 3797 494 2793 303 1741 191 1052 603 1004 
1944 1142 3924 536 2892 333 1813 203 1079 606 1032 
1945 1122 3947 510 2909 309 1811 201 1098 612 1038 
1946 1086 3981 459 2913 263 1781 196 1132 627 1064 
1947 1119 4161 475 3051 279 1870 196 1181 644 1110 
1948 1130 4349 602 3197 298 1965 204 1232 628 1152 
1949 1195 4579 544 3387 328 2085 216 1302 651 1192 
1950 1261 4843 588 3589 367 2230 221 1359 673 1254 


Source Ibid, current issues. 


chain and group banking) will be dis- 
cussed in that order. 


Branch banking is a type of multiple 
office banking under which a bank as 
a single entity operates more than one 
banking office. During the period sur- 
veyed, there was an increase of 344 or 
37.5% in the total number of banks op- 
erating branches, and an increase of 450 
or 10.2% in the total number of branches 
operated. Except for declines in 1945 and 
1946, there was a year by year increase 
from 1938 through 1950, in the number 
of banks operating branches. The year by 
year increase also manifested itself in 
the number of branches operated, but 
there was no decline in that total in any 
year. 


The decline of 1945 and 1946 in the 
number of banks operating branches oc- 
curred among the national and state 
member banks, whereas there was an 
increase in the number of non-member 
banks operating branches. However, there 
was a decline in the number of branches 
of national banks and state member 
banks in 1945 and 1946, a decline which 
was, however, more than offset by the 
increase in 1947. The number of branches 
among non-member banks increased in 
each year. While state member banks 
and non-member banks together operated 
more branches throughout the period 
1988-1950 than did national banks, the 
increase in the number of branches op- 


erated by national banks totalled 731, 
an increase of 49.0% as compared with 
an increase of 305 or 32.0% in branches 
among non-member banks for the same 
period and an actual decrease of 586 or 
30.0% in the number of branches oper- 
ated by state member banks.4 


Table IV presents data for branch 
banking by regions for the years 1939, 
1941 and 1945. These dates were chosen 
because they permit comparisons of 
available data for chain and group bank- 
ing. The greatest increase in the num- 
ber of banks operating branches from 
1939 to 1945 took place in the Middle 
Atlantic area, while the area experien- 
cing the greatest increase in number of 
branches was the South Atlantic, with 
the Pacific region running a close second. 
Although the region with the most banks 
operating branches (234) was the East 
North Central, the Pacific region oper- 
ated 1075 branches with 50 banks in 
1945. It is notable that the banks of the 
latter region had deposits more than six 
times as great as those of the East 
North Central region. 


The net effect of a series of laws and 
their interpretations favoring branch 
banking since the turn of the century 
has been to bring about growth in state 
banks with branches prior to 1921 and 
national banks with branches since 1922. 


4See Table III. 
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TABLE IV 
Branches of Commercial Banks, Chains and Groups by Regions, Selected Years 
December 31 
All Banks Banks Chain Banks Groups 
Operating Branches Operating Bank Operating an 

Geog. Branches Chains Branches Groups Branches 
Area "39 °89 °41 °41 °39 °41 °45) °89 °41 °45 
934 968 1122/3491 3448 3947) 96 101 115) 75 65 74) 41 37 33) 869 841 861 
ew 
Lg 89 87 93] 239 242 276 1 1 3 2 2 3 5 5 4; 82 88 87 
Atl. 178 189 223] 852 862 920 6 5 5 9 ee 9 9 6] 91 93 98 
Cen. 206 209 234] 521 538 6584 8 6 21] 38 30 265 2 2 3| 30 27 27 
Cen. 149 163 169] 219 231 241) 47 50 46) 18 417 25 6 6 6} 26 26 26 
0. 
sc 143 146 171) 368 374 452 7 6 5 0 0 0 6 5 6} 12 13 20 
Cen. 59 68 76/189 145 172] 4 4 S| © © O| 8 & 88 42 19 
Cen. 42 42 72 68 70 107; 11 #=19 «19 0 0 0 2 2 3 0 0 0 

oun- 
tain 21 23 34 86 92 120 8 7 8 6 5 4 2 2 2} 38 33 40 
Pacific 47 47 50} 999 1004 1065 4 3 5 7 2 0 6 4 2)}573 554 551 
Source: Ibid, April, 1939, pps. 297-319; April, 1947, pps. 462-3; June, 1946, pps. 672-3. 


From 1929 to 1933 the number of banks 
operating branches declined with most 
of the decline among state banks. After 
1933, the upward trend among state and 
national banks in those operating 
branches was renewed, with state banks 
taking the lead; there was a greater in- 
crease in the number of branches oper- 
ated by national banks in recent years. 
Where state regulations make it difficult 
for banks to establish branches in com- 
petition with banks already having 
branches, corporate mergers or consoli- 
dations may effect the same result. The 
merger of two Philadelphia banks on 
June 11, 1951 may have been a case where 
this was an important issue, since one 
bank had 11 branches and the other had 


none. Additional branches seem to have 
been a consideration in the proposed mer- 
ger of two Philadelphia banks, announced 
June 20, 1951. In both examples an im- 
portant factor for at least one of the 
banks involved may have been the desire 
to overcome some of the disadvantages 
of central city location by securing, 
through a merger, branches in outlying 
districts, 

Chain banks were often converted into 
branch banks when legal restrictions 
were lifted. A similar development has 
taken place in certain states in the case 
of group banking. 

Another important factor contributing 
to the growth of new banks and branches 
in recent years has been the great ex- 


TABLE V 
Chain and Group Banking, by Regions, Selected Years, December 31 

Geog. CHAINS ’' CHAIN BANKS GROUPS GROUP BANKS 

Area 1939 1941 1945 | 1939 1941 1945 | 1939 1941 1945 | 1939 1941 1945 
96 101 115 | 424 435 6522 41 37 | 427° @08 
New Eng 1 1 3 4 4 11 5 5 4 31 31 31 
Mid. Atl 6 5 5 21 16 32 9 9 6 70 67 45 
E.N. Cen 8 6 21 34 25 7 2 2 3 30 32 32 
W.N. Cen 47 50 46 217 228 232 6 6 6 149 144 138 
So. Atl. q 6 5 32 37 33 6 5 5 50 40 41 
E.S. Cen 4 4 3 13 13 10 3 2 2 20 17 18 
W.S. Cen. 11 19 19 56 86 79 2 2 3 1 T 11 
Mountain 8 7 8 30 32 31 2 2 2 36 37 35 
Pacific 4 3 5 17 14 23 6 4 2 31 30 36 


Source: Ibid. 
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TABLE VI 
Chain Banks — Selected Years 


ALL CHAIN BANKS | | DEPOSITS* Ratio of| Ratio of 

All Chain Chain 

Com- Banks | Deposits 

Total Na- |Member! Non- mere. | Chain All Com. | To All To All 

Dec. 31 | Chains| tional) State |Member| Banks|} Banks Banks Banks | Deposits 
1939 96 170 28 226 14483 $ 883 $57,718 2.9% 1.6% 
1941 101 186 36 233 14277 1500 71,283 3.2% 2.1% 
1945 115 205 50 267 =| 14011 4628 150,277 3.7% 3.1% 


*In millions 


Sources: Board of Governors of the Federal Reserve System, Bankin 
tistics op. cit., pps. 312-2; pps. 295-6; and Federal Reserve Bulletin, 


April 1946, pps. 462-3. 


and Monetary Sta- 
une 1944, pps. 614-5; 


pansion in business and agricultural ac- 
tivity during the war and the immediate 
postwar years. Almost twice as many 
new banking offices were opened from 
1941-1947 as in the preceeding five years. 
The large number of offices opened since 
the end of World War II is due in part to 
the completion of organizations previous- 
ly planned, but delayed because of mate- 
rials shortages.5 

Chain banking is a type of multiple 
office banking through which the opera- 
tions or policies of a number of inde- 
pendently incorporated banks are con- 
trolled by one or more individuals. Con- 
trol may be exercised through stock own- 
ership, common directors or family con- 
nections. Such control of three or more 
banks constitutes a chain. A chain is 
usually built around a key bank, but 
each bank in the chain is a separate legal 
entity. 

Table VI shows that the total number 
of chains in 1945 was 115, an increase of 
19 chains or almost 20% over the 1939 
total. The number of chain banks con- 
stituted 3.7% of the total number of 
banks in 1945, and deposits of banks in 
chains were 3.1% of total bank deposits 
in 1945. However, total deposits of chain 
banks in 1945 were over five times what 
they had been in 1939. 


In each of the three years there were 


5Cagle, C. E. and Kolb, R. C., Op. cit., 
pps. 507-8. 

6Cf. Westerfield, Ray B., Historical Sur- 
vey of Branch Banking in the United 
States, New York, American Economic 
Council for the Study of Branch Banking, 
1939, pps. 13-17. 


more chain banks in the non-member 
bank category than among the member 
banks, although it appears that the rate 
of increase in the number of chains 
among member banks was greater than 
among non-member banks, the precen- 
tage increase being 20% for national 
banks and 18% for the non-member chain 
banks. Although there was a substantial 
increase in the number of state member 
chain banks, the total number in this 
category was never large for the three 
years under review. 

Table IV refiects the regional distribu- 
tion of banks operating chains for 1939, 
1941 and 1945. It will be noted that the 
West North Central region had the great- 
est number of chains, although the num- 
ber declined slightly during the period. 
While the number of chain banks in the 
same area (See Table V) increased by 
fifteen, the number in the East North 
Central area increased by 37. There was 
an increase in the number of branches 
operated by chain banks in the Middle 
Atlantic and the West North Central 
regions, and a decline to zero in the 
number of branches operated by chains 
in the Pacific area. In the latter region 
there was, however, an increase in the 
number of banks in chains, In three 
regions chain banks had no branches at 
all in any of the three years. 


Owing to the manner in which control 
of banks is exercised in chains, this type 
of banking is less susceptible to regula- 
tion. Mississippi, alone of all the states, 
prohibits chain banking and five other 
states (Arkansas, Kansas, Kentucky, 
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TABLE VII 
Group Banks — Selected Years 


ALL GROUP BANKS 


Ratio of | Ratio of 


All DEPOSITS* Group Group 

Com- Banks Deposits 

Total Na- State Non- Merc. | Group |All Com.| To All To All 

Dec. 31| Chains |tional |Member | Member | Banks| Banks | Banks | Banks Deposits 
1939 41 248 44 135 14483 |$ 7173 | $57,718 3.0% 12.6% 
1941 37 237 48 120 14272 8175 71,283 2.8% 11.5% 
1945 33 215 49 123 14011 18142 50,277 | 2.8% 12.0% 


*In millions 


Sources: Board of Governors of the Federal Reserve System Banking and Monetary Sta- 
tistics, op. cit., pps. 312-2; pps. 295-6; and Federal Reserve Bulletin, June 1944, pps. 614-5; 


April 1946, pps. 462-3. 


Pennsylvania and West Virginia) have 
some regulations with respect to chains. 
Among Federal laws there is only the 
Clayton Anti-Trust Act which may be 
interpreted to cover this type of banking. 
An amendment to the Banking Act of 
1935 removed certain restrictions upon 
interlocking directorates of banks. 


While chain banking has been relative- 
ly free from restraining regulation, the 
legal status of branch banking in the 
various states has probably had the 
greatest influence in determining the 
areas in which chain banks have flour- 
ished best. Where branch banking was 
permitted, chains did not develop great- 
ly; chains grew where there were restric- 
tions upon branch banking, and chain 
banks were often converted into branch 
banks where restrictions were lifted. 


Whatever the significance of these fac- 
tors may have been, they do not explain 
completely the continued growth of this 
type of banking in the areas in which 
it had a greater development. Another 
significant reason which has given rise to 
branch, chain and group banking is to 
be found in certain economic changes. The 
concentration of business and the increas- 
ing size of business units brought about 
a need for larger banks which could make 
adequate loans and provide more varied 
services. If banks singly or together 
could not provide the funds owing to the 
10% of capital and surplus limitation on 
loans, and if the natural growth of banks 
was not adequate, larger size could be 
attained by means of consolidations and 
mergers, or larger loan bases attained 


through chain, group and branch banking. 
The latter developments also served the 
need for decentralization in the provision 
of banking services as the population 
spread out over wider areas. 


Consolidations, suspensions and volun- 
tary liquidations tended to reduce the 
number of banks and branch banking sup- 
plied the needs for decentralized contact 
with the public. Where branch banking 
was restricted, this need could be supplied 
by means of chain and group banking and 
the economic forces which reduced the 
number of banks were countered by the 
opening of a greater number of banking 
offices in one way or another.? 


GROUP BANKING 


The third type of multiple office bank- 
ing is group banking. Prior to the late 
1920’s, chains and groups were generally 
considered together as representing the 
same type of banking structure. With 
the increased control of banks by corpo- 
rations, the distinction between the two 
types came to rest upon the difference 
between personal control (chains) and 
corporate control (groups). The control 
of a group of banks is usually, although 
not always, exercised, directly or indi- 
rectly, through some form of stock hold- 
ing organization.8 

Because of scanty statistics on this 
type of banking, data have been brought 
together for the years 1939, 1941 and 
1945 only. A glance at Table V reveals 


Py C. Westerfield, Ray B. op. cit., pps. 13- 
8 Cf. Cagle, C. E., op cit., p. 130. 
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a decline in the total number of groups 
from 41 in 1939 to 33 in 1945. A similar 
trend is evident when one compares the 
numbers of banks in groups. There was 
a decline of 40 group banks for the 
United States as a whole, a decline of 
9%, and the number of group banks fell 
off about 20% from 1939 to 1945. Despite 
these declines in numbers, the total 
deposits of group banks, in 1945, were 
about 253% of the deposits in 19389. When 
the number of banks in groups is com- 
pared with the total number of banks 
in the country, it is evident that group 
banks are relatively insignificant. Banks 
in groups, in 1939, were 3% of the total 
number of banks, and in 1945 the com- 
parable figure had declined to 2.8%. 
When total deposits of all banks are com- 
pared with total deposits of banks in 
groups, it is shown that for 1945, group 
banks held 12% of the deposits of all 
banks comrared to 12.6% for 1939. The 
percentage of deposits of group banks 
had declined about as much as the per- 
centage of the number of group banks.® 


Although the proportion of group banks 
to all banks was about the same as the 
proportion of chain banks to all banks, 
the ratio of the deposits of group banks 
to the deposits of all banks was much 
greater than the comparable figure for 
chain banks. In 1939 more group banks 
were located in larger cities than was 
the case with chain banks, and this was 
probably the case in 1945 also.10 


There was a decline in the total number 
of groups in all regions except the East 
North Central and South North Central 
areas, for the period 1939-45. These two 
areas plus the Pacific area experienced 
an increase in the number of group banks. 
The East South Central and the Pacific 
areas had a decrease in the number of 
branches operated by group banks in this 
period. In four areas where there were 
increases in the number of branches op- 
erated by group banks there occurred a 
decline in the number of banks in groups; 


®See Table VII. 
10 Cf. Cagle, C. E., op cit., p. 137. 


in one area there was no change.11 


Any consideration of the reasons for 
changes in group banking must take into 
account its legal status, modifications of 
restrictions on branch banking, and eco- 
nomic developments. 


With the exception of Mississippi, no 
states prohibit group banking. Few 
states have laws regulating holding com- 
panies which are not banks. However, in 
most states there are laws in force with 
respect to the holding of bank stocks by 
various classes of banks. Some states 
limit the proportion of stock in any one 
bank that may be held by a company. 
The general effect is a total lack of uni- 
formity in state laws regarding this kind 
of banking. 

Federal laws and regulations pertain- 
ing to group banking are as follows: 

(1) Banking Act of 1933—provides for 
regulation of holding companies control- 
ling banks which are members of the 
Federal Reserve System. 


(2) By providing for submission of 
reports of affiliates of member banks, the 
Act of 1938 can provide control over 
certain holding companies which do not 
come under the first provision. 


(3) Federal law also prohibits member 
banks from purchasing stocks of corpora- 
tions including banks. By means of ac- 
quiring stock through debt retirement or 
bank control over trustees or manage- 
ment of holding companies, some banks 
are enabled to circumvent the law and 
dominate holding companies. 


These regulations were passed because 
of the recognized growth of this type of 
banking in the 1920’s. The decline noted 
in the number of groups and banks in 
groups, may in part still be a reflection 
of the enforcement of the laws cited, and 
in part due to the conversion of banks 
in groups into branches as the restric- 
tions on the latter have been relaxed. 

If the law prevents groups from being 
formed, then the chain bank form, mer- 
gers or branch banking may be the 


11 See Table III. 
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TABLE VII 
Group Banks — Selected Years 


ALL GROUP BANKS 


Total Na- State Non- 

Dec. 31| Chains |tional | Member | Member 
1939 41 248 44 135 
1941 37 237 48 120 
1945 33 215 49 123 


Ratio of | Ratio of 


All DEPOSITS* Group Group 
Com- Banks Deposits 
Merc. | Group |All Com.| To All To All 
Banks | Banks | Banks | Banks Deposits 
14483 |$ 7173 | $57,718 3.0% 12.6% 
14272 8175 71,283 2.8% 11.5% 
14011 18142 50,277 | 2.8% 12.0% 


*In millions 


Sources: Board of Governors of the Federal Reserve System Banking and Monetary Sta- 


tistics, op. cit., pps. 
April 1946, pps. 462-3. 


312-2; pps. 295-6; and Federal Reserve Bulletin, June 1944, pps. 614-5; 


Pennsylvania and West Virginia) have 
some regulations with respect to chains. 
Among Federal laws there is only the 
Clayton Anti-Trust Act which may be 
interpreted to cover this type of banking. 
An amendment to the Banking Act of 
1935 removed certain restrictions upon 
interlocking directorates of banks. 


While chain banking has been relative- 
ly free from restraining regulation, the 
legal status of branch banking in the 
various states has probably had the 
greatest influence in determining the 
areas in which chain banks have flour- 
ished best. Where branch banking was 
permitted, chains did not develop great- 
ly; chains grew where there were restric- 
tions upon branch banking, and chain 
banks were often converted into branch 
banks where restrictions were lifted. 


Whatever the significance of these fac- 
tors may have been, they do not explain 
completely the continued growth of this 
type of banking in the areas in which 
it had a greater development. Another 
significant reason which has given rise to 
branch, chain and group banking is to 
be found in certain economic changes. The 
concentration of business and the increas- 
ing size of business units brought about 
a need for larger banks which could make 
adequate loans and provide more varied 
services. If, banks singly or together 
could not provide the funds owing to the 
10% of capital and sur>lus limitation on 
loans, and if the natural growth of banks 
was not adequate, larger size could be 
attained by means of consolidations and 
mergers, or larger loan bases attained 


through chain, group and branch banking. 
The latter developments also served the 
need for decentralization in the provision 
of banking services as the population 
spread out over wider areas. 

Consolidations, suspensions and volun- 
tary liquidations tended to reduce the 
number of banks and branch banking sup- 
plied the needs for decentralized contact 
with the public. Where branch banking 
was restricted, this need could be supplied 
by means of chain and group banking and 
the economic forces which reduced the 
number of banks were countered by the 
opening of a greater number of banking 
offices in one way or another.7 


GROUP BANKING 


The third type of multiple office bank- 
ing is group banking. Prior to the late 
1920’s, chains and groups were generally 
considered together as representing the 
same type of banking structure. With 
the increased control of banks by corpo- 
rations, the distinction between the two 
types came to rest upon the difference 
between personal control (chains) and 
corporate control (groups). The control 
of a group of banks is usually, although 
not always, exercised, directly or indi- 
rectly, through some form of stock hold- 
ing organization.§ 

Because of scanty statistics on this 
type of banking, data have been brought 
together for the years 1939, 1941 and 
1945 only. A glance at Table V reveals 


my C. Westerfield, Ray B. op. cit., pps. 13- 


8 Cf. Cagle, C. E., op p. 130. 
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a decline in the total number of groups 
from 41 in 1989 to 33 in 1945. A similar 
trend is evident when one compares the 
numbers of banks in groups. There was 
a decline of 40 group banks for the 
United States as a whole, a decline of 
9%, and the number of group banks fell 
off about 20% from 1939 to 1945. Despite 
these declines in numbers, the total 
deposits of group banks, in 1945, were 
about 253% of the deposits in 1939. When 
the number of banks in groups is com- 
pared with the total number of banks 
in the country, it is evident that group 
banks are relatively insignificant. Banks 
in groups, in 1989, were 3% of the total 
number of banks, and in 1945 the com- 
parable figure had declined to 2.8%. 
When total deposits of all banks are com- 
pared with total deposits of banks in 
groups, it is shown that for 1945, group 
banks held 12% of the deposits of all 
banks compared to 12.6% for 1939. The 
percentage of deposits of group banks 
had declined about as much as the per- 
centage of the number of group banks.® 


Although the proportion of group banks 
to all banks was about the same as the 
proportion of chain banks to all banks, 
the ratio of the deposits of group banks 
to the deposits of all banks was much 
greater than the comparable figure for 
chain banks. In 1939 more group banks 
were located in larger cities than was 
the case with chain banks, and this was 
probably the case in 1945 also.10 


There was a decline in the total number 
of groups in all regions except the East 
North Central and South North Central 
areas, for the period 1939-45. These two 
areas plus the Pacific area experienced 
an increase in the number of group banks. 
The East South Central and the Pacific 
areas had a decrease in the number of 
branches operated by group banks in this 
period. In four areas where there were 
increases in the number of branches op- 
erated by group banks there occurred a 
decline in the number of banks in groups; 


®See Table VII. 
10 Cf. Cagle, C. E., op cit., p. 137. 


in one area there was no change.11 


Any consideration of the reasons for 
changes in group banking must take into 
account its legal status, modifications of 
restrictions on branch banking, and eco- 
nomic developments. 

With the exception of Mississippi, no 
states prohibit group banking. Few 
states have laws regulating holding com- 
panies which are not banks. However, in 
most states there are laws in force with 
respect to the holding of bank stocks by 
various classes of banks. Some states 
limit the proportion of stock in any one 
bank that may be held by a company. 
The general effect is a total lack of uni- 
formity in state laws regarding this kind 
of banking. 

Federal laws and regulations pertain- 
ing to group banking are as follows: 

(1) Banking Act of 1933—provides for 
regulation of holding companies control- 
ling banks which are members of the 
Federal Reserve System. 

(2) By providing for submission of 
reports of affiliates of member banks, the 
Act of 1933 can provide control over 
certain holding companies which do not 
come under the first provision. 

(3) Federal law also prohibits member 
banks from purchasing stocks of corpora- 
tions including banks. By means of ac- 
quiring stock through debt retirement or 
bank control over trustees or manage- 
ment of holding companies, some banks 
are enabled to circumvent the law and 
dominate holding companies. 


These regulations were passed because 
of the recognized growth of this type of 
banking in the 1920’s. The decline noted 
in the number of groups and banks in 
groups, may in part still be a reflection 
of the enforcement of the laws cited, and 
in part due to the conversion of banks 
in groups into branches as the restric- 
tions on the latter have been relaxed. 

If the law prevents groups from being 
formed, then the chain bank form, mer- 
gers or branch banking may be the 


1 See Table III. 
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method of organization most readily 
adaptable to a particular situation. 


SUMMARY AND CONCLUSION 


In general, the decline in the number 
of banks in the period 1938-50 appears to 
have been due to the continued relatively 
large number of consolidations, and in 
part to suspensions and voluntary liqui- 
dations. However, in each year a number 
of new banks were opened, in some years 
more than in others. The number of 
branches opened had more than offset the 
decline in the number of banks, and, in 
1945, 1946 and 1947, the number of new 
banks opened more than offset the decline 
in the number of banks. 


The factors responsible for these pat- 
terns are partly economic and partly 
legal. In so far as the legal aspects are 
concerned, perhaps the major develop- 
ments have been the relaxation of the 
laws against branch banking and the 
most stringent regulation of group bank- 
ing, the former contributing to the con- 
solidation movement and the latter ac- 
counting in part for the decline of group 
banking and the increase of chain bank- 
ing in recent years, a trend which has 
been the reverse of what it was before 
1939. 


Where state laws prohibited branch 
banking, chain banking developed, and 
when the laws were relaxed, chain banks 
were often converted into branch banks. 
Where branch banking has had consid- 
erable development, group banking has 
been more prevalent than chain banking, 
and group banks have been converted 
into branches. 


Economic factors affecting the needs 
for banking services and the consequent 


changes in bank asset structure have re- 
sulted in greater competition between 
banks. Weaker banks have been consoli- 
dated and larger deposit bases have been 
effected through the joint action of banks. 
These factors have contributed to the 
decline in the number of banks and to 
the increase in the number of banking 
offices, as well as to the organization of 
chains and groups.!2 There seems to have 
been a tendency for the number of inde- 
pendent unit banks to decline accom- 
panied in certain areas by a decline in 
their power to supply bank services. On 
the other hand, there has been a tendency 
to increase the supply of services through 
the medium of more offices. 


Perhaps the most significant aspects of 
the private unification of banking are the 
development of the consolidation move- 
ment and the extension of branch bank- 
ing, even though there does not seem to 
be any trend toward a country-wide sys- 
tem of branch banking. Economic factors 
have tended to encourage the combina- 
tion movement in the banking system; 
legal factors seem to have determined in 
large part the form of this movement, 
whether mergers, branch, chain or group 
banking, thereby significantly modifying 
the character of the American banking 
structure, the independent unit bank.13 


2Cf. Jacoby, Neil H. and Saulnier, Ray- 
mond J., Business Finance and Banking, 
New York, 1947, National Bureau of Eco- 
nomic Research, for changes in banking 
needs and bank asset structure, and on 
consolidations, Cf. McKernan, Nelson M., 
Meeting the Challenge of Changing Bank- 
ing Conditions, Cambridge, Bankers Pub- 
lishing Company, 1947, pps. 24, 46, 61, 63. 


%The Bank of America and the Trans 
America Corp. on the Pacific coast recently 
cited by the Federal Reserve Board is one 
example and the Marine Midlands Group 
on the East coast is another. 
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